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system acquisition. Fifteen applications of the award fee contracting method
in the AFSC were selected as cases from which to derive empirical descrip-
tions of patterns of award fee application. These were anaiyzed for their
consistency with award fee theory. Interviews with government and con-
tractor personnel explored their experiences with the award fee and their
judgments about it. Thus, an "input evaluation” of the award fee approach
to acquisition was accomplished to provide a basis for identifying policy
and technical recommendations for its more effective future use, and for
identifying award fee-related research needs.
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ARSTRACT

Conducted under auspices of the Air Force Business Research Manage-
ment Center at Wright-Patterson Air Force Base, this study had three
objectives: (1) to clarify the conceptual basis of award fee contracting
methods; (2) to describe empirically their application in Air Force
Systems Command (AFSC) programs: and (3) to identify lessons which could

be learned about the award fee method from these applications. From

previous research and existing literature, a '"theory" of the award fee

approach to acquisition was formulated which presents it as a distinctive
management tool for planning and controlling performance in contracted
system acquisition. Fifteen applications of the award fee contracting

method in the AFSC were selected as cases from which to derive empirical

descriptions of patterns of award fee application. These were analyzed for

their consistency with award fee theory. Interviews with government and
contractor perscnnel explored their experiences with the award fee and

their judgments about it. Thus, an "input evaluation' of the award fee

approach to acquisition was accomplished to provide a basis for identifying

policy and technical recommendations for its more effective future use,

and for identifying award fee-related research needs.
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' USE CF THE AWARD FEE IN AIR FOKCE SYSTEM AND SUBSYSTEM ACQUISITION
3 .

Raymond G. Hunt
State University of New York at Buffalo

Executive Summary

- Award fce contracting is a management tool which uses subjective
evaluation of pverformance as a basis for determining contractor compensa-
tion. Conducted under auspices of the Air Force Business Research Manage--
ment Center ar Wright-Fatterson Air Force Base, this study had three

~ objectives: (1) to clarify the conceptual basis of award fee contracting
methods; (2) to describe empirically their application in Air Force Systems
Command (AFSC) programs; and (3) teo identify lessons which could be learned
; about the award fee method from these applications.

A "theory" of the award feec approach to acquisition was formulated

- which presents it as a distinctive management tool for planning and

controlling performance in contracted system acquigition. Tifteen appli-

cations of the award fee contracting method in the AFSC were then selected
! as cases from which to derive empirical descriptions of award fee applica-
& - tion for analysis as to their consistency with award fee theory. Inter-
views with government and contractor personnel explored their experiences
with the award fee and their judgments about it. Thus, an "input evalua-
tien" of the award fee approach to acquisition was accomplished to provide
a vasis for identifying policy and technical recommendations for its more
effective future use, and for identifying award fee-related research needs.

S

Lward Fee Theory

In this monograph award fee is concelved as a strategy for implementing
| . - a "joint management" (J-type) model of program management and system acqui-
' - sition. Compared with older paradigms, this model affords a superior view
:} of the nature and conditions of modern system acquisition in the American
¥ social economy. It is, furthermore, a general model which rests comforta-

N . bly with such federal acquisition doctrine as OMB Circular A-76, and is
; capable of accommodating as special cases most if not all acquisition
- techniques {e.g. fixed price contracting and cbjective evaluaction of
performance) that have proven empirically usefuvl.
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What is the Award Fee method of acquisition? As defined by the ASPR/DAR
(3-405.5; Cost-Plus-Award-Fee [CPAF] Contract), tiie award fee is a method
of paying profit (fee) to a contractor (seller) based on unilateral judg-
ments by the government (buyer) about the contractor's performance. The
essential features of the award fee approach to contracting are four:

< ——

(1) a fixed or base fee

! - (2) a variable or awafa_fee
‘ : . (3) afrer-the-fact judpmental ¢valuation of contractor performance
. ¥, (4) evaluation-based payment of award fee.

Why 1is Award Fee uged in system acquisition? Whenever substantial uncer-
7 tainty exists in a performance environment (e,g. R&D) where the government
g - satisfies its acquisition needs by contracting with private firms, a method
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of management 1s mneeded which 1s adaptable to this uncertainty, helpful in
reducing it, and, explicitly recognizes the governmeut's need to participate
actively in that process. The award fee approach to acquisition helps the

governmenit deal with these management imperatives in ten ways which are
hallmarks of award fee acquisition strategy. Thus, awaid fee:

{1) encourages govermment-contractor cooperation,

(2) assures an active role for government managers,

(3) reccgnizes limitations on top management ability to control
operations,

(4) stiaulates formal and informal communicarion,

(5) recognizes variability of motivations,

(6) leaves to contractors the task of motivating their own personnel

(7) views the acquisition precess as dynamic,

(8) 13 flexible and provides room for human judgment,

(9) simplifies contractual provisions, and

{(10) thelps assure that profits arc earned.

Mixed-sector system acquisition under uncertainty, with its cooperative
requisites, cannot be conducted in an ordinary arms-length manner, as if
between buyers and sellers in classic free markets. Under these conditions
acquisition must be collaborative (J-type), but closely attentive to the
public interest. The government must participate in the acquisition process
as well as In its {input and output.

Achievement of this J-model goal is facilitated in the award fee
approach by 1ts shared-wainagement reguirements. and by avoiding the inter-
rosition of contractual or other barriers between government and contractor
managers, and between government managers and theilr management tasks. Un-
like traditional incentive contracts, the award fee approach establishes
an Inter-organizational framework for the active exercise of managerial
judgment by both contractor and govermment personnel. It is a manager-—
ialist rather than a contractualist approach to acquisition. It casts
the contract in the role of scrvant te managerial ends instead of the
other way around. It {s important, therefore, to avoid, as the award fee
does, rigid, mechanical, predtermined contractual formulae for fee and
other decisions, in favor of flexibility and active human wanagement.

Simpiiciiy is another major point in favor of the award fee strategy.
But, from the standpoint of management, award fee contracts are demanding
to administer. This argues for extra care in assuring their structural
simplicity, and it also argues that award fee should be used only when
the potential benefit to the goverament is clear and when the size or
importance of a project/program is worth it.

Finally, 1f it is desirable that contractors receive profits, so is
it desirable that those profits be earned. Because it relies on ex post
performance-based fee determinations instead of cost-based fee setting or
fixed fee in advance of performauce, award fee contracting comes closer
than most other methods to fulfilling the principle that profit should be
earned, not awarded in advance,

When 1s Award Fee used? The award fee method of acquisition is intended
for use in any acquisition cnvironment where both of two conditions are
met: (1) when uncertainties exist which preclude rigorous specification
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of contract performance parameters or price, thereby introducing signifi-~
cant program management problems; and (2) when the magnitude of the con- :
tracted work or the potential benefit to the government is sufficient to

justify the administrative costs of the award fee procedure.

N ..uk-.nji o

Costs of award fee administration suggest, however, that award fee
not be used when any of the following conditions exist:

(1) the govermment can confidently rely on the maxketplace to protect
its interests (as in genuire price competitive procurement, or standard :

off-the-shelf buys), and can express its confidence in a fixed price
contract to which change is unlikely; or

(2) the government can itself effectively reduce uncertainties of

cost, performance, etc. to trivial proportions and, again, resort to fixed
price contracts; or

(3) the planning and administrative costs of award fee procedures
exceed any potential benefits from their use, or are infeasible for tech-
nical reasons. If the work is R&D or support services, resort may be had
to ccst-plus~fixed.--fee (CPFF) contracts:; if the awardé fee was primarily a

speclal-purpose add-on, perhaps to a production contract, a uniform fixed
fee contract may be best,.

How is Award Fee used? Application of the award fee concept requires
three things:

(1) specification of performance tactorg, which may be virtually
any aspect of contractor performance and management, providing only that
it be measurable and substantially under the contractor's control.

(2) Specification of procedures for evaluating contracter performance
on target factors, which requires one to: 1. specify the criteria which
will be used to evaluate each factor; ii. specify a means of operational-
izing the evaluation criteria to detect variations in contractor perfor-
mance on targeted factors; ili. specify a means of gathering (reporting)
information on the evaluation measures; and iv. specify where, when, and
by whom 1t is to be evaluated.

(3) Specification of a means of determiniag fee, which requires:
1. a procedure for aggregating factor evzluations to yield an overall
evaluation which can be a basis for final fee determination; 1i. a method
of calculating dollar fee equiva'ents of the performance evaluations, and
identification of the parties re.ponsible for such cazlculations and fee

awards; and 1ii. specification of time periods and any conditions of fee
award.

Pianning Award Fee Applications. Solutions to the above-stated require~
ments are incorporated into an Evaluation Plan, which describes the per-
formance factors and the method of their evaluation, and a Fee Payment

Plan, which describes how, based on the evaluaticns produced under the
Evaluation Plaa, fees will be paid te the contractor. The Evaluation Plan
also serves a broader program control fuunction, stimulating and structuring
a steady flow of information across organizational boundarics. This control
function of the Evaluation Plan provides the award fee method Lts greatest
potential value, nemely its utility as a management tool,
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Who is involved in Award Fee administration? Administration of an award
fee contract involves at least three levels of government managers, viz.:

Level I -~ a fee determining official (FDQ)
Level 1T -- an award fee review hoard (and chair)
Level 111 ~- perfermance monitors

Case Studies of Award Fee Applications in the U.S. Air Force Systems
Command

The specific objectives of this project phase were to:
(1) describe a modal pattern of award fee avplication in the AFSC:
(2) offer a commentary on this scenario: and

(3) describe reactions to award fee contracting among a group of
experienced program-level contractor representatives.

The award fee scenario was developed from case studies of 15 award
fee contracts on 11 AF3C programs, selected from an inventory of roughly
27 current and recently-compieted contracts on some 17 different AFSC
programs.

An AFSC Award Yee Scenario. Award fee applications in the AFSC generally
stay within traditional bounds. They stress contractor compensation more
then program management, and mosily view award foo simply ag an alternative
contract-type, intermediate betwecen CPIF and CPFF.

Evaluation plans for AFSC award fee applications are variable but
comonly identify two or three levels of performance factors on which to
base contractor evaluation. Tactors normally are weighted for importance
and orient to output rather than input (or process). Concern about sub-
jectivity in award fee evaluation regularly stimulates attempts at "object-
ification™ of evaluation standards and procedures.

AFSC policy secks to establish award fee organization "at the lowest
practical level," Typically an officer below the Commander of the Air
Force buylng Division will act as Fee Determining Official (FDO). Award
Review Boards (ARB) commonly are chaired by a Deputy within the AFSC
field division or by a SPO Director, Program Manager, or other compar-
able officer, depending on circumstances. Some tendency to standardize
award fee organization exists, but variability continues.

The ARB is managerially the most important unit of the AFSC award fee
organization. It plans, conducts, and manages contractor performance eval-
uations, and recommends {ee awvards to the FDO. An ARB ordinarily makes use
of project officers as monitors and evaluators of task-level contractor
performance, and a "recorder” to coordinate and document these processes.

The government Program Marager (PM) may be, but often is not, a lit-
cral member of the award fee organization. Tn any case, he or she plays
a principal role in award fee planning, evaluation, and fee derermination,
as well as in overall program control. He or she ncrmally selects, assigus,
and supervises monitors, and the PM's bricefings and reccemmendaetions usually
are decisive 1n the outvomes of deliberations by the ARR and ¥DO.

re.
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A Lypical award fece evaluation can be diagrammed as follows:

'~Eontrac:6;ﬂ
FDO Final Evaluation/Fee Award

_ 1\ Reviews Inputs/Evaluates/Recommends
Program Manager-— ARE | Fee (Plans Next Period)

{ /ARB Recorder | Consolidates Imputs/Briefings

A T\ )
—— Assess Strong/
[ Contractor | Monitors | | DCAS, etc.

Weak Points

Contractor input ts the ARB/FDO may be via direct formal self-evaluation
and/or briefing, or indirect, via the PM.

Grading svstems for contractor performance evaluation vary throughout
the AFSC. Mostly they involve adjective ratings with correlated percentage
scores (and color codss). The correspondeuce of adjectives and percentage
scores is oiten only approximate across AFSC organizations, however, so
that the meaning of "grades" is variable.

Fee awards have been variable in AFSC programs, ranging from 0-100%,
(usually additive to a two or three percent base fee). AFSC policy empha-
sizes payment of fee only for superior performance, but policy is not al-
ways followed. Policy also counsels agailnst carrying unearmed fee over
for possible award in later perjods; and it encourages allocating larger
fractions of the award fee pool to later rather than earlier periods.

Commentary on AFSC Award Fee Contracting. The preceeding scenario suggests
several matters deserving of policy review and research.

(1) Award fee evaluation, grading norms and practices in the AFSC
are complicated, hard tc understand, and excessively variable. They need
to be simplified, clarified, and made to show more commonality, especially
within program offices.

(2) Alternative methods of providing contractor input to award fee
plarning and evaluation warrant review and probably empirical evaluation.

(3) The effects on award fee processes of different organization
levels needs study to provide better guidance consistent with aspirations
for decentralized decision-making and policy-level program oversight.

(4) It rarely is possible for contractors to earn maximum award fee.
All aspects of this issue need careful review. Consideration should Le
given to: a. relaxing prohibitions (where they exist) against carrying
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uncarned fee forward to later cvaluatlon periods; and b emploving a
model for fee pay-out that would align it with the utilities of comtractor
performance change for the government.

(5) Policies on allocating portions of the award fee pool by period
need review in order to encourage greater discretion and tailoring of allo-
cation plans to particular acquisitions.

(6) Therc 1s uncertainty about award fee objectives and Air Force
policy regarding them. This warrants review and clarification.

{(7) To encourage imaginative appiication of award fee strategies to
new acquisition prohlems guidance on award fee concepts is needed more
than on procedures.,

Avard fee contracting needs to remedy three major genecral defects and
confront certain choices. First, award fece evaluation plans too often are
overelaborate. Ewven their users frequently cannot understand them.

Second, award fce planning and administration typically suffer from
"objectivist" biases which subvert the intended role of the award fee as
a means of effecting subjective evaluations of contractor performance,
and may danp the communication essential to clarify necessarily ambiguous
work statements and allow government managers to control the programs for
which they are responsible.

A third major prohlem is burcaucratization. The main danger from
standardization is in the ways it inbibits flexibility and discretion in
environments (like R&D) where flexibility and discretion are essential to
effective management.

There is need to orient (or re-orient) award fee contracting policy to
the basic trinity: simplicity, subjectivity, and flexibility. Training
probably would be the best way of doing this. Further development of
award fee contracting manuals probably would be the worst way of doing
it. The training which 1is needed is not in the procedural details of the
award fee but in basic concepts, strategic objcctives, and especially the
facilitative functions oi award fee for program management.

Most of the real problems of award fee practice come to rest at the
program level. They translate there to management strategies and tactics.
A capability for sophisticated program management is decisive for effective
system acquisition. This, however, implies the fundamental precondition
of managerialist rather than contractualist acquisition gtrategics, an
orientation to which the government is not yet clearly committed. Whether
or not to accept a joint government-contractor management model of system
acquisition as valid in the United States and to follow its methodological
implications--via award fee technlques and otherwise--is, then, a most
critical choice.

Contractor Responses to Award Fee, In~depth interviews with a small sample
of expericnced AFSC contractor personnel on the effects of award fee methods
of system acquisition produced tentative answers to a number of procedural
and evaluative questions. Apparently the fundamental effect of the award
fee on contractor orgamization and/or personnel is induction of a highly
responsive attitude--responsive, that is, ro direction from the government
program office.
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Award fee evaluations apprar to serve as report cards against which
higher contractor management pavges both propram and managerial performance;
and, award fee preovisions often give contracror program managers extra

leverage with thauir own management and increased ability to command cor-~
porate resources.

Provisions for passing the award fee through the contractor organi-
zation are highly variable. Mostly they seem either not to exist at all
or e¢lse to be inexplicit relative to award fee. Some firms give parties
and nominal awards to sclected bigh perfonning individuals, but literal
monetary bonuses seem to be atypical, even for the PM,

Most contractors consider the award fee to impose special adminis-~
trative burdens. Meostly they speak in terms of added "paperwork," but
they also believe award fee imposces emotional burdens in the form of
"evaluation anxiety," =ven induciug a kind of "award fee paranoia.”

Contractors scem o fecl well-informed on the essentials of the award
fee plans under which they work, Briefings, memoranda, opportunities to
comment on proposcd evaluation factors, and various informal communications
apparently make contractors comfortable on tkis count.

Most contractors, if they wish, can make some form of self-evaluative
input to ARB/FDO deliberations. The form and degree of derail of this in-
put is wariable, &5 is the confidence with which cortractors believe the
Alr Force wants it or takes It serjously.

Almost universally contractor informants described the award fec as a
“potent motivator.” One PM stated the natter succinctly when he said that

"the award fee is a strong motivater simply because it concentrates on
management, "

How Do Contractors View Current NDOD Acquisition Policy? As contractors see
the nub of the problem it is this: 'the Air Force wants fixed price, but
[General Slay to the contrary notwithsianding] wants to do business as
usual." A more realistic policy, one contractor suggested, would recoguize
that "there mav he an important place for laiger award fee contracts (CPAF
specificallv) as a powerful tool for countrolling the contractor directly,

instead of trying to do it indirectly by establishing a tixed price envir-
onment by decree.”

Life-cycle costing also came in for cynical commentary. The consensus
view was that "the guy with the low price going in 1s going to win, what-
ever the government says about life-cycle costs and their importance."
There was also a belief that the government is seeking inccopatible goals

in that design-to-cost concepts and emphases on competition tend to "cancel
one another out.”

Skepticism was prominent, too, about AFSC interest in fostevring more
orderly plamning of the acquisition process. Delays in goverument actions

and turnov er of personnecl both are seen to defeat such planning, which al-
ready must cope with much technical uncertainty.

An importent side-effect of government turngver is that in any multi-
year military acquisition the contractor tends to be the constant element.
Ir 18 contractor people who brief and socialize new Air Force personnel,
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thereby hieavity influcaciag thesr conceptions of program objectives and
circumstances.

Lessgons Learmed

The findings of this study suggest quite strongly that the award fec
is an impactful techmique which works essentially as theory forecasts.
It augments the influence of the government office, especially its
manager, by encouraging contractor responsiveness to direction, Hence,
there is a clear need to guarantce the ability of the government program

manager to use etfectively the latitude for program control given him hy
award fee structures.

By way of sumary, it scems justified to recommend increased use of

award fee contracting. Several recommendations for research and policy
should te followed, however,

--award fee evaluation and grading procedures ought to be reviewed
and guidance for them improved;

-alternative methods of providing for contractor participation in
award fee planning and evaluation should be considered;

-consideration needs to he given to clarifying the policy issues at
stake in choices of different award fee organization levels;

-means of meking it feasible for coyntractors to earm all the award

fee should be sought, including the device of carrying unearned fee
forward to later periods; and

-rules for allocating fece to periods and to levels of performance
nced to be evaluated.

In addition, more carc must be taken to ensure that award fee appli-
cations satisfy the three fundamental conditions of

~simplicity,
=-subjectivity, and
-flexibility.

To these ends

-more and better training for program personnel on the philesophy and

objectives of award fee approaches to program managemeunt should be
ingtituted, and

~Air Force policy should be clarified as it relates to use of award
fee methodologles.

Meanwhile, research should

-shift from focusing un the award fee as a contract type to a focus

on it as a decision tool for management: and this resecarch might
best




—concentrate ~n studies of the decision-making that links acquisition
policy with application at program levels.

» Certain of these recommendations have implications for the ASPR/DAR. For N
example:

‘ . (1) the AFSC DAR Supplement 3-405.5(d)(2) might need to be reworded

in a fashion less discouraging of provisions for rollirg-over unearned
fee;

) (2) similarly, section (e)(4) might be revised to provide discretion
: for contractor imput to award fee planning;

: (3) section (e)(5) could perhaps be modified to encourage tailoring

: award fee plans and, ar the same time, enlarged to provide more guidance -
on standards for award fec grading systems;

: ; - (4) section (e)(8)(i) could include in its discussion of "Criteria"
' guidance on defining the threshold standard of acceptable performance: and

. —_ (5) the AFSC Sipplement might be otterwise modified to reflect a
heavier emphasis on zward fee as a management tool.

; To clarify the tmpact of award fee on system acquisition, further
i - research should be -indertaken to:

(1) obtain be .ter inf - -mation on poscible adaptations to award fee
~ at corporate levels of contractor organizations;

(2) compare asard fee impacts on smaller and larger contractors; and

) (3) ccmpare eifects of the award fee in different applicatiens, and,
] . to the extent possisle, with different contract forms for the same purposes
(e.g. CPAF vs. CPFF for service contracting).

Also, resecarch should be directed to evaluating the effects on con-

tractor resporsiveness of having multiple award fee contracts within a
1

o) [
H - 5

i{gLC contractor oyganizatioa.

o B ———

NS It warrants repetition that the award fee seems ta work, as theory
Y suggests, via govermment program offices. Its success depends on those
" responsible for these offices being willing and able to manage., Partly -
' this is a matter of training, and partly, it is a matter of understanding
; T better how decisions are made and problems solved, aud, how award fee

-
!

affects this. Coupling policy and procedure at program levels 1is crucial
v, to the fate of acquisitfon planning. It needs careful study and analysis.
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3 INTRODUCTION

Cost Plus Award Fee (CPAF) contracts are being used in the Air

Yorce and elsewhere to help the govermment achieve its goals in major

|

system and subsystem acquisitions. Award fee contracting is a manage-

e

—-

ment tool which uses subjective evaluation of performance as a basis
for determining contractor compensation. It seeks thereby to assist 3
contractor and government managers in their efforts to gain visibilicy é
. : and control over acquisition processes,

Experience with award fee contracting indicates a need for better

———n

. specification of its theoretical basis and further research on its

— effects upon acquisition planning and management. Therefore, this
projact was undertaken to accomplish three main objentives:

-~ {1; iv provide a compreneusive theoretical framework ihai defines

the nature and rationale for award fee approaches to system acquisition,

! in the Ailr Force and elsewherc;

! ] (2) to describe patterns of award fee application, chiefly in the

——

Air Force Systems Command (AFSC); and
- (3) to evaluste these applications in relation to award fee theory
), and offer portin

future acquisition research and practice.
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Scope and Method of the Project

Developing a Theory for Award Fee Contracting. Several scattered studies

e e e~ Al
——

have scught to describe or evaluate award fee contracting and certain of

l - its effecta (an inventory of research and writing on the award fee is

found in the Bibliography appended to thls report). Except for a some-

what nebulous appendix to the 1967 NASA CPAF Contracting Guide, however,

and some preliminary efforts by me (Hunt, 1971, 1974a), these studies
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have been altogether empirical and hard to evaluate in the aggregate.
No serious attempt has been made to ariiculate a solid theoretical
foundation for award fee contracting techniques. This project, there-
fore, set out to state such ¢ "theory" as its first order of business.

By "theory'" here I mean not a rigorous formal model, but a consistent
conceptual framework which can serve to organize and clarify thinking
about the award fee while, at the same time, helping guide its use and
assessment. The "theory," then, is esseniially two things. First, it
1s a definition-in-depth of the award fee method of contracting.

Second, it is a quite thorough and integrative description of a rationale
for using award fee techniques in modern American system acquisition.

Construction of the "theory" (with respect to which I shall hence-
forward drop the quotation marks) drew upon several sources. Principal
among them were: (1) definitiouns of the award fee in government regula-
tions and similar sources; (2) bodies of relevant soclal scieatrific
theory and research; (3) analogous bodies of theoretical and emﬁirical
literature in the organizational and management sciences; (4) existing
literature dealing with award fee (and incentive) contracting and other
related procurement issues; and (5) my previous research\;ia éxnerience.

Case Studies of Award Yee Applications in the U.S. Air Force Systems

Command. The specific obiectives of this essentially exploratory second
project phase were to:

(1) describe a modal pattern (or scenario) of award fee application
in the AFSC;

(2) offer a commentary on this scenario, which i1lluminates the
choices it represents from among other alternatives and the concepts and
perceptions regarding award fee, program management, and system acquisifion

it suggests are held by AFSC personnel; and

- W TR
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- (3 describe 1eccilous 1o vnd fee contracting among 4 group of
experienced program-l-vel (on- -~ representarives,
The award (ee¢ scenarjo we ‘Joped as a svunthesis of a set of
. quasi-case studies. An inver coughly 27 curvent and recently-
completed aw= o .o ¢ ot - iy some 1y different prograas
- in the AFSC was praciarag ov oo Frow tiis inventory a total of

15 award fee conracts on 11 AF-. sy ograms was selected for study.
Programs and com iAoty w40 ¢ c0 0§ on maveélal dob-mutually exclusive
criteria, namely.

(1) to vepreseut contrace  tar d1fforent types of work (e.g. R&D,
support services, hardwave, v o

(2) to repregen. conwracts tor werk ar different points in the

(3) to represen. prugrans of varying ucllar magnitude:

(4) Lo represcn: profiTaws ol varylug avard fee magnitude (both
absolute and :olatived); and

(5) to represent different contract structures (CPAF, CPIF/AF,
etc.).

Obviousl tne resvarch dexiel did not provide for each of these
criteria to be "crossed" with each other. Nor was each contract/program
studied in the same dzrail.  bFurschermore, because they were of special
interest, several Air Force award fee programs not included in the original
sample were also studied, eithev via documents or interviews: and numerous
interviews (17) were done with :adairiduals not associated with the specific
programs selected as "- .jes.” Some of these were Alr Force personnel,
some were from othe. vUD departnents, others were from different agencies,
and still others were civilians unconnected with contractor firms. (A

total of 40 AFSC civilians wud wmilitary officers was fnterviewed.) Thus,
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"data" -tollcation way deotvo v 70 zomewhat free form, and--seized oppor-

tunities to obtain Infimiti~y - thoy presented themselves,

The basic cdsc svudive whio o - oeaed the core of the AFSC award

fee scenario were generslly 4 "o10d from eeveroment sources as follows.

(1) The study wa.  Jou. citac by contvact basis,  In ogeneral,
inquiries of infoinatiou soct.en were confract-sjoecific.
(2) The study procecdcd fraw Lhe tormal to the informel aspects

of the award fee application

5y, Jt vepan with an examination
of documentary sources doscort ing whe acquisition (award fee) plan,

then went to similar sources ou L is duplementatioa and outcomes, and,
finally, moved to interviews w1 o actors regardiog thelr activities and

attitudes.

(3) Similarly, the stalv e i sequeatidally from the government to
the contracror. Review of to

sovotlanent side of the acquisition was

completed before beginaing “oni.: vor inquirics. In practice, a view

of the contractor orgauizatine ane {ts key actors was sought from govern-

ment contacts, After this, specific procedures for obtaining data from

contractors were devised.

(4) The study tocused ca o was organized around three levels of

award teec organizaticn; i. thie ¥, fi. the Review Board, and iii. the

Working (Program/Performance Moustoring) levels. Thus, different perspectives

on the acquisition and the participation of all varieties of its key actors

were assured.

(5) TFrocedurally, as poiut (2) above implies, the study began with

a review of documentary sources and then procecded te interviews with

selected persons. Interviewees included (although not always from all

programs):
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1i. contracciap oitie.

ifi., chairmmen ot avaid w0 - oo iow boards:

iv., FDOs: and

V. pevformaes o0 o o ters,

(A) As o muiret ol g ot

Lnvenicence, contact usually

began with the contracting oft i v, who hay access to most of the

documentary and other int{erme oo oo tred o needed for tactical planning.

The Itrtems «f milorwation that were sought from documents

and interviews are desciribed

v i,

1. ottt vesw Wlanaiag)

A.  Gencral
1- "l'u;ﬁ_l NN
2. Divisiou
3. Tyouviam Maneves cnand . oddress, phone)
4. Courract No,
5. Uaatvact Type
6. Couiract Descriclicn (euantty of 5.0.w.)
P. Congracting M fr oo (nume, address, phone)
8. Contyactor (name, 4nd address)
9. Poryormance Poriod cand major phases)
10. Tetal Contrac: Cust (fixed or estimated)
11. Total Fee
12, Toral Awiare koo
B. Awaryd Fee oy Tuatic v Lo
1. oo
2., KReviiw Board Moml ershin
3. kvaluation Periods
4. Desipnated Performance Monitors
5. Performance Fuctors/Weightings
6. Fvaluation Procodures/Forms
7. Docunented Laange., tn Evaluation Plan

C. Award Fece Determination Plan

1. Award Fee Allocations by Period

2. Proccdures for Voo Determination

By Review Boayd-- inputs/processes/outputs

By FDO--inpuls/processes/outputs

in Fee Determination Procedures

a.
bh.
3. Documented Chauge..




«
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é } |
1. bPurmesr oo (Procuesses)
A Huview Buard ACLivoL, anLuds ut )

1. Mmtor Reporisintivlang..
2. TInformal Inpu!-

4 . SSU e, g o
3. wonrrac e Tl U aus
. a. OQral/Writuea
i Lo Orh o Tntoogae .
i d. SIVIEE BTSN SRR T P
; 5. Reports mud Liarsco with FDO
: 6. Liaison wilh b1 goan oifice
: B.  Working-level (Peidonmiw Menitord Activity
E ; 1. Issuance of ..o o lmprovement, Letters—--contents/
H cantractoy rooshioar o
E 2. Develepment o! Fooluatien "bata Basce'--Sources/Methods
! : 3. Mechods of Matar - iaae wathio-Teriod Performance Oversight
E : . a. Meetdegs, Sooecie | oere.
€. Eveluation/Fee vuteer..
B 1. Evaluaticas €iv j.of.amace factor, by period)
2. Eoaalvations: (ovaai), be peried)
3. Foe Awards b o indy
B 4. By Period -
a. Nate o~ §..0 ° I PR D) 1O
! b. UTatce o tev: o dagard Recommendation to FDO
‘ c. DNateus) o1 Scartar Reports to Roview Board

J.o o hatedsY o Ovitor Fvaluations of Contractor

100, e ciwal-=Micro

A.  FhO-Lcvel

b 1. Informal Goa e i. i Sov'l, Award Fee/Program
Organirations -wa.ure/Frequency/Reasons

b 2, Tuformal Contact: 1o Propram/Contract with Other Gov't,
Organizations~--Nature/Frequency/Reasons

3. Informal Contacts with Contractor Organization--Nature/
Frequency/Reasons

4. Troblems of Adaraictering Award Fee

5. Means of Mawg ivyp ach Pronlems

o. Impacts on Proyiaa

7. Contributions of Avard Fee to Program

8. Program Featurcs Wizich Atfected Utility of Award Fee
in this cuse

. e R oty T 1 T
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9. wuverall satistoction with award Fee (including performance
of the componint. 1 o award fee organization)
d. Re, Program Mapavecaent
b, Re, Competnaili, Conlidelon
. Re, Achicvemcnr of Cov't. Objeciives
10, Perceptaiot ol Tonicdaccors Response to Award Fee Method
11, Satisfaction wich qd 1essons learned from this Acquisition
a. R, dvalu ive oo micalilon
I Re, Fvala riec Mevodology
Coo KU, Loilpdoces Jogaiizacien
d Re, Other Coanrderations
12, General Vicws cn oawnd Fee Coneepts/Applications
13. Gencral Views on Acqaisition Planning and Management

B, Review Hoavd Lg!ql

(Main Sources: Chainmau, Program Manager, Contracting Officer)

1-3. 3Same as FDO
4, Procedures foe Operacivg Boacd-~Mectings, Division of
lLabor, Preparing Renorts, Seeking Information--Special
Role of Chairman - A-scssment of Contractor Performance
Tmprovement Neods
5~14. Same as FDO, 4-17%

C. Yorking (Monitor) dlevel

1-3. Same as FO, but wirn spécial reference to methods of
structuriag voitvactsar iaterfaces, problem identifica-
tion, trouble-shooting, and giving feedback on performance
1o contractor, o Jday--to day basis

4. Procedures for Developing Evaluations of Contractor
Performance

5-14. Same as FDO, 4-13

D. Other

Special parpose rutormacion gathered on an ad hoc basis from
othicr informed 1adividaals as and when such was indicated

The comparable work plan lor sgathering information from contractors
follows.

Unlike the procedural plan for the government side, the contractor
study began immediately withh interviews, during the course of which
documentary material was solicited and, 1f available, examined. iIn

general, the following interviewees were selected:

(1) the manager of the program to which the contract under study

related; and

R |
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(2) the jadividual vesponsible for administration of that contract.

Contact began with the program manager, which is another variance

from the government-oriented plau. This procedure was premised on the
belief that the contractor's poontam manager would be in the best position
to provide a comprehensive vioy At tne contractor's organization and
operations for the acquisition.

Contractor Data Ohjectives. listed below are the kinds of information

that was sought from contracto:. documents and interviews., Information
was also sought from the contractor on his familisrity with the govern-

ment's award fee c¢valuation and tee determingtion plans,

) Part l--awward Fee Manapement

A. Planning
1. Program organiz.titon-~formal
a. Goverament  interfaces

—=F]O
-=Program Hanager {(Award Review Board)
~-=Performang. Mou tors

—=Cuoat et/ P iocurement

2. Variatioo. iv provram orpanization resulting from award fee

i
- B. Implementation
i. FProvisicas for cviiaation and performance control
_ 2. Award ree-based p ovisions for "pass-through'
' remmerat ion to eoplovees
A 3. Provisions for acard-fee pass-through to sub-contractors
i 4. Trovision for antizipation of award fee in budgeting
T 5. Participation in the award fee cevaluation and fee
o determination proucess
i a. re FLO
G- b. re ARB
C. re Monitors
. Responses to award tee evaluations and fee outcomes
a. Performance improvement letters
ﬁ - b. Interim brictings
¢ c. End-of-period cvaluations
; d. Fee award
W e. FDO commentav:es
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Parce Li--lnteovuil Processes
Data essentially similar to the items listed uader Part ITI, Section A of
the government data plan (wlth appropriate changes of refercoce from
government to comtractor) were collected.  In addition, the following items
of information were sought:
12. General Views on Award Foo voncepts/Applications
B a. AMtitudes toward juceatives
b. Nature of contractor motivation-organizational
and individual
- c. Extracontractual influcences on performance
d. Assessments of piek under award fee
- 13. CGenevral Views on Acquisition Planning and Management
A, Perceptions of cost ws. performance priorities
b. Perceptions of reliability, costs of ownership
- questions
C. Perceptions of Awr Force acquisition philosophy
14, General Views oun Acrospace Contracting
- a. Perceptions o1 public attitudes
b. Techaology in
c. As a marketplace
-~ d, satisfaction with povernment role
. Motivation fur involvement
f. Future of
4 Lessous Learned.  The final vhase of the proiject employed the results
- of its carlier theory-building wund case study/critique phases to assess
! in a preliminarv way the currentv state of the art of award fee contracting
LAY
by s
Y in the AFSC, and to formulate propousals for future research and practice,
1] 'a - . ’
\ j Organizat ion of the Report
Ly _ The balance of this report is divided into five chapters, plus an
‘
o appended bibliography on award fee contracting. Chapter II (The Award
ﬁ - Fee Method of System Acquisition) is a conceptual review and description
.!
I of award fee methodology, which stresses its role as a management tool
~ -
‘- in the system acquisition process, Chapter TIT (An Alr Force Systems
g Command Award Fee Scenario) describes an empirical pattern of award fee
'
—1‘
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application, as indicated by a sample of programs/contracts drawn from
within the AFSC. This chapter includes consideration of the regulatory
and policy bases of the observed AFSC pattern, Chaprer TV {Award Fee
Contracting—--A Commentary) discusses the empirical pattern presented in
Chapter IIT in terms of the concepts, attitudes and policy interpretations

it reflects. 1t also compares AFSC award fee applications with those in

other federal agencies. Chapter V {(Contractor Responses to the Award
Fee) summarizes the views of a small sample of nrogram-level contractor
managers on the effects and other properties of award fee contracting,
and on the characteristics of current federal acquisition policy.
Finally, Chaprter VI (Improvements in Aixr Force Application of the Award
Fee) presents some general conclusions from the empirical and policy
review portions of the project, topether witin recommendations for future
research and practice. Complementing the conclusions and recopmendations
in this last chapter is a Summary at the end of Chapter IV which covers

sone similar ground.
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THE AWARD FEE METHOD OF SYSTEM ACODISITION

Introduction

As an approach to system acquisition, the award fee method is unique,
both in its conceptual underpinnings and in its potential benefiis to
_ program management (Hunt, 1974a). To help clarifyv this, I shall do the

following five things:

e T S o Mk o

- (1) describe the distinctive features of award fee approaches to
system acquisition;
(2) explain the conceptual foundations of those approaches;
(3) ideutify the acquisition environments in which award fee 3
applications seem to be =npropriate and those where 1t seeme insprropriate;
T~ (4) highlight tne special managerial advantages of the award fee in
those acquisition environments where its use is indicated, together with

some of the conditions which must be satisfled if those advantages are to

[

be realized: and

ol

(5) review some important technical problems and issues which arise 3

in applications of the award fee; and, sometimes, where the state of the

RN

o~

art permits, 1 shall offer sclutions to rhose problems, but more often,

-
-

I shall simply direct cautionary attention to their existence.

M sl £ s in P 7

My iutention Is to portray the award fee as a versatile management

tool which can help government managers focus theiyr efforts toward the 5

RN AT
1
i

—_ solution of problems impeding achievement of program objectives. 1 hope 3

to show how the award fee encourages technical and administrative innova-

SJ«Q.

ERY

4 tion, and how it helps establish a framework for exchange hetween public
% agencies and private guppliers that facilitates sound managerial decision- 1
. - :
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making and eftective operational contrel. And, 1 shall describe how

award fee methods work to compensate contractors fairly for their contri-

butions to the achievement of government goals. The discussion does not,

however, advertise the award fee as a contracting panacea. Award fee can-

not itself sclve all (or even most) acquisition problems. It is, however,

a useful way of managing some of those problems and of improving the over-

all quality of federal system acquisition.

The following pages provide a rather full description of the award fee

mathod together with a characterization of the acquisition environments

suitable for its use. But, deliberately, they do not contain a detailed

"gyuide to award fee contracting.'" There are two main reasons for this:

firat, because my purpose in writing is mcre conceptual than procedural;
and, second, because, 1 believe the objectives of the award fee method are

best met by allowing latitude for substantial prucedural variation in the

fieid. Procedural discretion in award fee applications Is both tolerable

and desirable, provided that the procedutres which are used are grounded in

a firm understanding of the govals and theory of award fee contracting. A

principal purpose of this report then is to provide this understanding.l

The text of this chapter is divided into nine parts: 1. The Award

Fee and acquisiitlon management; J1. A Joint Management Model for System

acquisition; 11X, What is Award Fee? 1V. Why 1s Award Fee used? V. When

is Award Fee used? VI. When isn't Award Fee used? VII. How is Award Fee

uzed? VITI. Who 1s involved in Award Fee administration? and IX.

1A number of guides or handbooks on award fee contracting have been
produced, some recently, by different federal agencies and orgaunizations.
Those known to me are listed in the appended Bibliography.
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Practical and Conceptual Issuer in Award Fee application, Certain key

4
references are cited in footnotegs to the text; and a comprehensive :

bibliography on award fee contracting and related literatures is attached

as an Appendix,

I. The Award Fee and Acquisition Management

Provisions for "subjective" fee-determining evaluations of contractors

have existed In government contracts at least since the 1950's; and the
Cost-Plus-Award-Fee (CPAF) contract, which is based on this strategem,
has existed as an established contract-type since the early 1960's.

The 1967 NASA CPAF Guide mentions the use of 'variations of CPAF
contracts' for aircraft maintenance and overhaul during the 1950's, Tt
goes on to say that (then) current versions of award fee contracting

resulted from "independent but concurrent ideas from several individuals

during 1960 and 1961" (p. 5). By 1952 both the Navy and NASA were

writing award fee contracts (cf. Egan, 1968), For example, a Navy

logistic support contract for operations at Kwajalein Island in the
early '60s had an award fee provision; and a "pure' CPAF contract was

written during 1964 for operation and maintenance of instrumentatien and

range facllitles in Los Angeles. In NASA, meanwhile, the NERVA rocket

program R&D contract was CPAF in 1962; and operations, maintenance and

engineering services for the Mercury Space Flight Network at Goddard was

CPAF in 1963. CPAF contracting was approved "for test" in ASPR in

November 1963, at which time its use was envisaged only for level-of-

effort contracts.

But it has been during the past decade, a&s disenchantment with so-

called "oblective" incentives became widespread in the federal acquisition
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community,2 that interest in the award fee became genuinely strong.
Throughout the '70's both the number and variety of its uses grew,
chiefly, one may presume, because the failure of mechanical in-centives
did not at thc same time extinguish interest in performance-contingent
fee arrangements for certain contracting situations.

Despite its new-found popularity, however, the award fee-remains
poorly understood. Little studied, it continues most often to be viewed
from the standpoint of traditiomal acquisition theory. In that context
the award fee i1s simply one among other types of contractual incentive;
and its use 1s principally as a fall-back alternative when "objectifica-
tion" fails.3 Thus, the conventional wisdom regards the award fee as
different from mechanical (objective) incencives only in procedural
details, which may not be unimportant, but which are not, after all,
basic. Hence, according to the conventional wisdom, whatever theory
applies to automatic coatractual incentives, with a little fine-tuning,
i~ nresumed to apply as well to the award fee.

I have argued that this conception of the award fee, which casually
groups it with traditional incentive methods of contracting (i.e., CPIF/
FPI), misses-its real significance (Hunt, 1974a). Procedural differences

do, of course, separate the award fee from classical incentives, but these

20n the question of problems with incentives, see, for instance,
Scherer (1964); Booz, Allen & Hamilton (1966); Hunt, Rubin, & Perry
(1971, ch. 5).

31: has not been unusual in my experience, for example, to hear the
award fee characterized as a "lazy man's incentive,” a characterization
which affirms its essential community with other incentives at the same
time that it states an order of preference among them.
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are not its most important features. The award fee method expresses a

distinctive orientation to program management. That is wbat is truly

important about it; and failure to appreciate this limits comprehension
of the potentialities of the award fee as an approach to acquisition
and, hence, impedes its creative use.

In this monograph 1 shall try to improve (enlarge is maybe a better
word) understanding of the award fee by describing its properties and
uses, ané by providing them with a theoretical basis. To that end, I
here construe the award fee as a strategy for implementing what I else-
where called a "shared leadership" and now prefer to call a "joint
management” model of program management and system acquisition (cf.

Hunt & Rubin, 1973). Compared with older paraaigms, this joint manage-
ment model, I believe, affords an arguably cuperior view of the nature
and conditions of modern system acquisition in the American pluralist
socjal economy. It is, furthermore, a general model which rests
comfortably with such federal acquisition doctrine as the recently
revised OMB Circular A-76, and, at the same time, is capable of accom-
modating as speclal cases most if not all acquisition techniques that
have proven empirically useful (e.g. fixed price contracting and objective

evaluation of performance).

Now, theory in the acquisition fleld, if it exists at all, 1s largely

implicit. The assumptions and propositional groundings of acquisition
practices are usually unstated. To make acquisition theory explicit

(and thereby testable) one of at least two things may be done. Existing

acquisition practices may be examlned for their tacit conceptual and normative

foundations and explicitly stated as a paradigm. This 1s essentially the

procedure used so effectively by Thomas Kuhn (1970) in his gtudy of the
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Structure of Scientific Revolutions; and it is also the one T used to

‘ describe the “'theory" of contractual incentives (which theory I termed
a "fixed price ideology;" cf. Hunt, Rubin, & Perry, 1971, ch. 6). It
can be called an "empirical' approach to acquisition theory-building.

Another technique is more "normative." It seeks to model the

realities of the acquisition process, per se, and then prescribe suitable

implementation strategies (or adapt existing ones to the model). This

b o &

normative approach is closer to the methodology of this monograph. 1
shall begin with an outline of an independently formulated model of the
acquisition process——the joint management paradigm--and then will discuss

% award fee procedures in its light., This way, I think, the distinctiveness

| | — and the practical potentialities of the award fee as an acquisition
! \ strategy can be better perceived.

Before outlining the joirnt management model I would note that in all
likelihood it reflects not at all the thinking of any original designers

of the award fee. Such degsigners may never have actually existed--like

: Tupsy, the award fee probably "just growed.'" But if original designers

there were, then they most likely held to a traditional fixed price or

- e 7
- ——

; "formal" market theory of acquisition, aud just wanted a substitute for
objective incentives when those wouldn't work.

Actually, this statement may do Jess than full justice to the thinking
of certain award fee pioneers in the Navy and NASA. Certainly men were
there during the early '60s who were concerned with a wider set of procure-
ment issues than simply how to objectify contractual incentives. Interested,

as it were, in contracting "closer to the motivations of contractors,"

e —— AT T g R 27
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, they sought imaginative means of enhancing program outcomes by managing ’K

L and even capitalizing on so-~called extraccntractual motivations (i.e.
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influences on performance other than contract profit). Instead of the

customary emphasis on the primacy of prefit motivation, for example, the

1967 NASA award fee Guide--which probably comes as close as anything

does to being a statement of an "original’ concept of the award fee—-

b bt A Lk ana

heavily stressed the importance of "achievement motivation' as a well-
spring of contractor actions; and it plainly advertised award fee conracts

ag strategies for engaging and directing this potent source of contractor

motivation.

Thus there were views of the award fee within the government during the

'60's that looked on it affirmatively as an important new general purpose

management tool. Indeed, in the Navy, Gordon Rule was inclined to regard

award fee as a potential replacement for all other cost-type contracting

methodologies. And one may find similar hopeful arguments in two papers by

James E. Cravens (1967a & b), who was largely responsible for NASA's 1967

Guide. 1 suspect, however, that these were minority sentiments then just

as they are now.
None of this really matters to our immediate task, of course,
except to illustrate the truth of those old adages about necessity being
the mother of invention and side-henefits sometimes outwelghing the
intended consequences of a policy.

But I wanted to mention ir belore

continuing, which I'11l do now.

I1I. A Joint Management Model for system acquisition

It will assist understanding of the “joint wanagemeat" (or, for
short, J) model if I first describe another more customary medel of
customer-supplier relations in government system acquisition. 1 have

elswhere termed this traditional formulation an "idealized' model of

B e e il
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interorganizational (buyer-seller) relations in government contracting

(Hunt & Rubin, 1973). It might alternatively be called a "market"

model or a “regulatory'" model or even a '"bureaucratic" model. I shall

refer vo it simply as a "formal" (F) model. An F-model conceives

the working relationship between a government [acquisition] agency
and its contractors [as] a formal, transitory task-relative con-
Junction of structurally and operationally independent parties.
The separate rights, obligations, and functions of each party are
clearly defined by the contract document which is ostensibly the

sole basis of their relationship. Withiu constraints imposed by

the terms and conditions of this legal agreement, each party

functions autonomously: their actions, though complementary, are

independently determined and controlled by essentially private

{nlna-organizational management decisions.

As shown in Figure 1, the contractor has responsibility for

effecting project performance; i.e,, producing for an agreed price

a technically acceptably output within a given time period. The

government's responsibilities are regnlatory rather than managerial;
it (the government) is charged only with the task of assuring . J
that performance conforms to standards specified in the contract.

The government agency may partially regulate inputs and veto out-—

. puts, but ostensibly it does not determine ''throughput' processes.

The relationship nominally iz formal in another way also:

interpersonal contacts between the two organizations are restricted

and prescribed. For example, only occupants of certain specified

government positions can instruct the contractor about performance.
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Farthermore, cross-organizational personnel interactions are
controlled and regulated relative to both defined task functions
and temporal points in the 1life cycle of a contract.

This idealized model is predicated on the assumption of a
well defined contract as the vehicle for bringing two separate
systems into temporary operational coincidence. The contract,
along with statutes and regulations pertaining to procurement
processes, 1s assumed to identify unambiguously all relevant

operational expectations (product requirements, costs, etc,) and

to express mutual agreement and understanding by both organizatioms.

FIGURE 1
Structure of “Idcal™ Relationship between a Government Apency
and its Prime Contractor(s)

— — THE FURMAL [F-) MOPEL

Contract (work statement, conditions for and amount
) of payment, regulations and dispute procedures, eic.)

3/ \3
/ \

Contractor Top Management —«+—— 1—=~Government Top Management

Contractor Middle Management—— 2 —=—Government Middle Management

Contractor Lower Management

Key co Interorganizational Contcers

I. Government "request for proposal”
2. Negotiation of contracts; interorganizational communication about the adequacy of per-
formance (of contractor)

3. In this model, both performance and regulat dard hi
St} o gohodh e formance » regulatory standards (which should be exactly the

a ] and communicated down through the administrative
hicrarchies. As such, the contract should be the pri determi -
latory and contractor performance activilies primany rant of government regu

Y
Government Lower Management

On research and development projects, however, the uncertain

nature of the task greatly reduces the probability of fulfilling

this condition. The complex technology involved in development of
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sophlsticated aerospacc or weapon systems makes it difficult

to dimensionalize and quantify performance specifications in advance
of project operations. Lack of previous experience, the necessity
for innovation, and unknowa centingencies produce technological

and managerial uncertainty which militates agalnst a priord{ assign-
ments of [reliable] cost estimates, product capabilities, and so
forth,

Alternative Responses to the Weakness of the Ideal Model

To the extent that praject requirements and conditions for
performance are uncertain or vague, the coutract alone cannot
effectively control performance. Rather than being fixed, managerial
goals and regulatory standards tend to become fluld. improvisational,
and reactive to internal, task, and environmental occurrences.
Pressurc mounts for fuller and more varied customer-couiractor
communication than is provided for in the formal mcdel so that over
its life span project objectives can undergo progressive re-definition
with increasing task experience and increased understanding of
"true” parameters apnd functional requisites for meeting them.

The strain accompanying high degrees of uncertainty and in-
constancy induces a need to majiuiain consistent yct dynamic relations
between government regulatory standards and mission objectives on
the one hand, and contractor managerial and operational goals on
the other. Increased flexibility and coordination of activities
necessitating high rates of communication are required for rapid
adjustment to changing and unanticipated situations or developments.

The "restricted interaction between autonomous organizations' model

e O bk it
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does not provide for this. Therefore, one or more of three adapt-
ations of the nominally separate decision-making structures of

the participating organizations may evolve. These adaptations

are service contracting, absorption of leadership by expertise,
and shared leadership (Hunt & Rubin, 1973, pp. 298-300).

Of the three varileties of adaptation to uncertainty just noted (and

there may be others) only the shared leadership (here re-christened joint
management) variety concerns us now. The essential feature of this
adaptation (model) is a more or less even distribution of power between

the participating organizations (i.e. government "buyer' and private

"seller').

Yormal responsibility for specific activities may be assigned
discriminatingly to each organization, but project teams might
confer at all levels and try to decide on mutually acceptable
courses of action (see gigute 2). Rather than unilaterial decision-
making, the process of evaluating alternatives is one of discussion,
negotiation, and compromise...

What exactly is signified by shared leadership; in what ways
or contexts is it expressed? Government-contractor cooperative
management can be illustrated in three areas--marketing, dispute
settlement, and performance evaluation (and accounting) cechniques.

In the marketing area, we have noted the mutual dependence of
government buyers and their industrial suppliers. Their symbiotie
relationship is exhibited in marketing activities where both
contractor and goverament attempt to discover the needs of the

country and assess the adequacy of current procedures for meeting
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them. The degrece of cooperation and reciprocal Influence entailed

in setting requirements 1s suggested in the statcments of an

official of a large gcvermment contractor: "A new system usually

starts with a couple of military aud industry people getting together

to discuss common problems--iu isn't a case of the government here

and industry here. They are interacting continuously at the

engineering level." As Galbraith (1969) has commented, '"The important

thing i1s not where the action originates but in fact that it serves

the common goals of the military and the defense contractors"

- (p. 37).

Dispute settlement tends to take the form of informal discussions

between the conflicting individuals. If they fail to resolve their

difficulties, the dispute is passed up to the next level of management
At this tler, informal negotiatious are resumed. This cyclical

process continues until a settlement is reached. The point is

that both parties strive to keep the process friendly and informal,
attempting to avoid intervention by thlrd-purty, legal or quasi-
legal appeals, although this is the normal manner of settlement
specified by the contract and procurement regulations. Legal and

other formalistic procedures are resorted to only when informal

-

negotiations break down, or if the cosis of compromise are excessive

R

to either organization.

With regard to performance evaluation, as a contractor increases
b

.

involvement in government business, an increasing number of admin-

istrative adjustments are made to facilitate interorganizaticnal

communication and compliance with regulations (ASPR). 1In the
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extreme, "locked-in" major contractors may simply absorb govern-

ment accounting methods, management systems, and performance

evaluation programs. The distinguishing organizational boundaries

between government agency and contractor industrial firm become

progressively vaguer, From an external perspective (e.g., that of

a small subcontractor), the two organizations may seem and commonly

are operationally indistinguishable, When this degree of inter-

organizational penctration occurs, it may be accurate to regard the
contractor as a component sub-system of the larger government system
or to regard the two conjointly as an emergent performance unit or

system partially distinct from their respective putative sources

lf‘ ll) © 9
AT/ ENE, &

Shared Leadership Decision Structure
THE TOINT MANAGENENT (1-] MODEL

Contractor Program Manager Government Program Manager

.
|

Contractor roject Manager Government Project Manager

Agincers Government Operational Engineers

Just as the F-model 1s "idealized."” so is its J-counterpart. Real-

e i 2 il

world situations are unlikely to correspond fully to the assumptions of

either model. But, however unhappy the thought may be to some, the real

world of R&D or major system acquisition in the U.S. unquestionably

corresponds more closely to the approximations of a J-model than to those
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in F—formsf’ The award fee, whatever may have been the thoughts and

intentions of its originators, may discover its greatest virtus as an

operational means of acquiring goods and services under a J model of the 1
complex organizational and decislon processes inherent to modern system
acquisition with all its uncertainties. With this in mind we shall move

now to an examination of award fee practizes themselves.

ITI. What 1s vhe Award Fee method of acquisiftion?

Award fee denotes a method of paying profit (fee) to a contractor
(seller) based on unilateral judgments by the government (buyer) about the
contractor's performance. It provides an effecrive toul for program/
project management by arranging to compensate centractors for their g

performance in ratic to its correspondence with the govermment's needs

and objectives.

FIGURE 3 3

Objectives of the Award Fee

(1) Effective Program/Project Management

(2) Equitable Perfurmance-based Compensation to Contractors

As defined by the DAR (3-405.5; Cost-Plus-Award-Fee [CPAF] Contract),

the award fee is

i AT

a cost relmbursement type of contracce with special fee provisions.
It provides a means of applying incentives in contracts which are
not susceptible to finite measurements ot performance necessary for
structuring incentive contracts. The fee established in a CPAF
contract consists of two parts: (1) a fixed amount which does not

Concrete illustration of this is Sapolsky's (1972) deszripiion of
the smbiguitv of just who "ran'" the Polaris Missle Project.
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the fixed amount, sufficient to provide motisation for excellence
in contract performance in areas such as quality, timelinoss, in-
genulty, and cost effectiveness.

Award fee may be earned by the
contractor in whole or in part.

The amount of award fee to be
paid 1s based upon a subjective evaluation by the Governwent of the
quality of the contractor's performance, judged in the 1light of
criteria set forth in the contract. The number of criteria used
and the requirements which are represented will differ widely
from one conrractor to another. Therefore, when determining
criteria and rating wlans the using activity should be flexible
and selec®™ a plan whick will motivate the contractor in a positive
way to improve performance. Evaluations are furnished to the
contractor to afford him an opportunity to comment on the evalu-
ation findings. The decision that award fee has been earned 1s
based on the resports of performance made by the Government
personnel knowledgeable with respect to the contract requirements.
This decision is a unilateral determination wade by the Government
not subject to the Disputes clause of the contyact.

; : _ vary with perfnrmance, and (2) an award amouut, in addition to
|
i
€

s

- e —

‘ FIGURE &

Properties of the Award Fee

— (1) Baue Fee
(2) Award Fee
! (3) After~the-fact Judgmental Evaluation of (contractor

: Perforuunce
s -

) (4) Evaluated-based Payment of Award Fee

T

.,

:i 1v. Why is Award Fee used in system acquisition?
é %b Whenever substantial uncertainty exists in a performance enviroumert
1 Q ; (as it does iun R&D, for instance) a method of management--problem-solving,
t : _ decision-making, and control--is needed which is hoth adaptable to this
‘ :g uncertainty and helpful in reducing it. Furthermore, structures for
ig' | - managing contract-based acquigition must necessarily be interorganizational
-
{ -
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atlsfles 1ts acquisition nceds

chiefly by contracting with private firms in a quasl~ or non-

market situation.

Methods of managing thz acquisition process must,

therefore, explicitly recognize the government's need to participate

actively in that process.

FIGURE 5

Functions of Award Fee

(1) Adaptable to Uncertainty
(2) Allows Government to Participate in Project

Hanagement

The award fee approach to acquisition helps the government deal with

these two management imperatives--coping with uncertaintv and active

pacticipation--in a variety of ways.

)

(2)

(3)

It recognizes that in a mixed (public-private) sector quasi-
market acquisition process, with important technical uncertainties,

a high degree of cooperation between contractor and contracting

agency 1s essential to program success:

It assures a meaningful role for government managers in the

acquisition process;

It recognizes that, because of limitations on time, skill and

informaticn, top managers can formulate plans, but, exceot in

urusual cases, rarely can exert detailed control over organiza-

tional operatilons;
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It stimulates both formal and informal communication across

organizational levels and boundaries, especially as between

contractor and geoverrment managers;

It recognizes that contractors' motivations (like the goverm-

5
ment's) are varied;

it leaves to the contractor's own management the task of
"motivating" their employees and helps minimize needless

meddling by govermment persounnel;

It recognizes that the acquisition process may be, and often 1is,

a dynamic one which presents a changing variety of problems

that must be dealt with by human managers, for which there are

no contractual panaceas;

It avoids rigid. mechanical, predetcrmined coutractual tormulae

for fee and other decisions, in favor of flexibility and active

human judgment;

It simplifies contractual provisions as a means of decreasing

administrative complexity and burdensome routinmes; and

It helps assure that profits are earned by providing for variable

fees to be paild after-the-fact on the bagig of

FIGURE 6

Hallmarks of Award Fee Acquisition Strategy

Encourages Government-Contractor Cooperation

Asgures Active Role for Government Managers

On points (3), (4), and (5) sce, for example, Hunt (1971). Some
of these points are also discussed here in a later section.
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FIGURE 6 (cont.)

(3) Recognizes Limitations on Top Management Ability to Control

Operations
(4) Stimulates Formal and Informal Communication
(5) Recognizes Variability of Motivations

(6)

Leaves ta Contractor Task of Motivating Own Personnel
(7) Views Acquisition Process as Dynamic

(8) 1s Flexible and Provides Room for Human Judgment

(9) Simplifies Contractual Provisions

(10) Helps Assure that Profits are Earned

Each of the above-listed award fee "hallmarks' rests on one or more

propositions about the nature of the acquisition process. These proposi-

tions "explain," as it were, why it is desirable that an acquisition

strategy have characteristics summarized by the hallmarks., Obviously,

then, the defensibility of the award ree as an acquisition strategy

stands on the validity of the propositions that form 1its rationale. 1

turn to this important matter now. For the purposes of the discussion,

each award fee hallmark will be restated as a proposition, and, in the

course of reviewing each one, 1 shall indicate how the award fee accomplishes

the strategic objectives implicit in the propositions a signaled by the

hallmarks.

(1)

Mixed-sector quasi-market acquisition under uncertainty requires

cooperation to be successful.

This proposition i1s a key to comprehension of the fundamental

features of federal contract-based acquisition to which the award fee is




oriented. It contains four basic terms needful of definition and

discussion. These four terms are:

ana cooperation.

now.)6

("Acquisition'" and "successful'" are left undefined for

Mixed-gector acquisition denominates the fact that contractual
acquisitions (uniike arsenal types) involve exchanges between public and
private sectors of the economy. These exchanges

~=are multi-institutional and interorganizatiomal,

-~represent mixed motive and mixed interest situations, and

--involve a public interst,

Contract-based acquisition (which we shall henceforward term, federalist

acquisition) is exchange between a govermment 'buyer" and a private

7
"seller."  Therefore, it represents an exchange across the boundary of

the two principal institutional subdivisions of the social economy:

public and private. More particularly, it represents an exchange between

certain specific agencies of these two institutional sectors, i.e.,

between government bureaus and private firms. Finally, and still more

"Aequisition" can be generally understood to be an extended process
combining procurement and program management functions. 1t is commonly
divided into stages, 1.e.: conceptual, validation, full scale develop-

ment, production, deployment, each of which has associated program decision

points. "Success," meanwhile, is a frightfully compllicated notion (cf.

Sapolsky, 1972) which itself is deserving of careful analysis, but not here,
Very loosely, success here means

except for some special comments later om.
the extent to which a program/project achieves the government's objectives.

Left unanswered by this simple statement, of course, are whole regiments of

very difficult questions, ranging from how to express (indeed, identify)
government objectives to how their achievement can be evaluated.

7Noth1ng more than this 1s meant by the use of the word "federalist"
here (cf. Brand & Watts, 1969, which 1s a precedent for this ussge). The

word "contractualist™ might have been used to convey the same idea, but
I have another use for that tenn.

mixed-sector; quasi-market; uncertainty;
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particularly, it represents an exchange between specific operational
(line) units or suborganizations within these agencies. Thus, federalist
acquisition involves complex transactions between a multiplicity of
organizations nested within organizations and societal institutions,
Transactional exchanges in this federalist environment tend often to be
accomplished by nybrid mixed-sector (J-model) interorganizational
structures which both span and blur organizational/institutional
boundaries.

Each of the organizational/institutional partie< to federalist
exchange represents a ''package'" of interests.g These interests will be
varied and relative to the scveral properties of the subsystem member-
ships and missions of participant organjzations, none of which will be
individually ot collectively single-interest entities {that is to say,
for example, that business firms are not pure profit maximizers).

Some of these interests will represent the "going-in" goals brought

to the exchange by the separate parties. A contractor, for instance,
may have specific profit goals, or may seek a buy-in simply to absordb

overhead or keep some engineers working. For its part, the government

may be secking satisfaction of a specific military requirement; and it,

More is sald below about these phencmena.

9At the risk of seeming pedantic, we wish to distinguish between

interests and wotives, 1f only as a terminological corvenience. IlInterests

are political considerations having to do with social oblectives (missions)

and the conditions of their accomplishment., Both organizations and
individuals have interests; buy only individuals have motives, which
ve think of here as generalized personal dispositions of the kind

suggested by such ideas as needs for achievement, fears of failure,
and the like.
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oo, way have targetted profit positions for its contractors. These goals
may or may not change during the transaction. But, in any event, the

interests (going-in goals) of any one party will not precisely correspond

. to those of the other(s} (usually they will partially overlap--indeed, at
some level they must, or be thought to, in order for an exchange to

occur). Hence, in the exchange, the parties will seek to achicve some

B aad
i

different and some common (but usually separately derived)} goals. Since
not all the individual goals that may be sei for the exchange are shared
by the parties, there is a potential for contlict. Hence, negotiation

of the terms of exchange i3 nacessary, and a coutinuing means of settling
disputes, as well as motivation for deing it, is also required in order

to maintain the structures of exchange for any time,

In addition to the interests brought to an exchange by the parties
— (their going-in goals), other interests emerge in the process of
structuring the exchange. These goals which result from the interactions
of the parties and the plans for their future association may be termed

"emergent" goals. Some of them will be unique to the separate parties,

others, reflecting commor objectives and methodologie.; for the exchange, may
be shared; and emergent goals may supplant some or all of the going-in goals.

In negotiation, for example, the governmeut may modify technical specific-

- ations for downward adjustments of cost targets; and a contractor may trade
a particular profit position for a government furnished facility. The
basic negotiated work statement will become a generaily shared objective,

4 ‘ although, when the ''crunch" comes, it often happens that, consistent with

their different interests, contractor and goverament managers disagree

- about its precise meaning. At any rate, it will be uniformly true that

—— -

; the emergent system--level goal structure for an iuierorganizational
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exchange cannot be easily or safely predicted solely from a knowledge

of the separate parties’ going~in goals. The pew negotiated contractuail

environment is the "real world" within which the govermment and corrractor

define their interests and play out their relationship (cf. Pfeffer &

Salancik, 1978, on '"negotiated envircnments").

An especilally interesting, and probiemmatic, case of emergent goals

results when hybrid public-private organizations are created to perform

) an exchange (as, for example, when a government line organization contracts
i

with a private firm for services in support of activites for which the
% government organization has gperational responsibility). Among the

: emergent goals likely from such J-model arrangements is a subset having
to do with maintenance of the hybrid organizatjon, including especially
its particular complement of actors. This familiar phenomenon is some-

times known as a form of "going to bed with the contractor," a somcwhat

vulgar expression which, nevertheless, clearly suggests what it is that

is problemmatic about the phenomencn, namely, its potential for compromising

the distinctive interests of the paities.

Among these distinctive interests is a public interest. Public t

interests do not derive from the organizational interests of functional

agencles, public or private. They are normative matters connected to the

general soclopolitical and institutional properties of society. MHowever,

b S D £ Y ——— ST T

government, and its agents, has a special stewardship responsibiility for :

|
the public interest, in short, a public trust. This interest and trust,

Pape—

therefore, has a special standing among the going—in goals of government

agencles in J-model federalist acquisitions. And it is this goal which ¢

' needs preservation from compromise in the structuring of mixed sector i
- exchange. é

i

- - i
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Quasi-market (or nommarket) acquisition means that, in one way or
another and for one reason or snother, federalist buyer-seller transactiomns

occur in an environment of full or partial "market failure." The market-

place cannot be relied upon as a neutral mechanism for regulating
exchanges: partisan negotiation (or haggling) will occur. The buyer
faces hazards from potential "opportunism" by the seller, and, of course,
the seller faces similar hazards frow the buyer.10

Uncertainty means simply that information about parameters for
planning and conducting an exchange i1s incomplete. Given that human
beings are not omniscient, but are limited in their abilities to obtain,
process, retrieve, and interpret information, situatioms which are cowple:
(technologically, administratively, or otherwise) may be treated, ipso
facto, as uacertain, and vice versa. Thus, because of the "sound
rationality" of humans, uncertainty and complexity become functionally
equivalent conditions,11 And, it should be mentioned that complexity is
a univeysal correlate of large~cize. Large-size (organizationally, say)
12

is, therefore, a prima facie indicator of complexity/uncertainty.

Human rationality is bounded, but, alone or in organizations, humans

environments. They collect, code and interpret information in order to

reduce the uncertainty around them and thereby facilitate its management.

OFuller elaboration of these ideas may be found in 0.E. Wiliamson
(1975).

1
]See March & Simon (1958) and Cyert & March (1963} from whence
these concepts derive,

12A study of the literature on this point may be found in McClintock
& Hant (1979).
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They seek and maintain contrivances (languages, customs, organizations,

theories, ete.) that help with this by absorbing uncertainty and simpli-

fying their worlds (cf. Weick, 1979). The test of these contrivances {s

less thedir "truth” than their utility. And this helps explain why it is

necessary ta replace acknowledged but, for practical purposes, "useful"

faisehoods (e.g. the traditional theory of the firm) with something no luss

"useful" (practical) if the falsehood is to be abandoned, as a guide to
policy, say (Kuhn, 1970, makus similar observations).
Thus, uncertainty asbsorption is not limited by standards of truth.

But plainly some methods of doing it are superior to others, on benefit-

cost considerations: they work better for more things with fewer un-

wanted side-effects. Uncertainty absorption is not oanly restricted by
the bounds of humen rationalitv, however, 1t is also impeded by "informa-

tivn impactedness. H

Information impactedness occurs when information 1s distributed
asymmetyically among the pariies to an exchange {and the costs of achieving

parity are high, and/or dispositions to opportunism exist) (Williamson,

1975). Impactedness will tend to occur (in fact, is probably inevitable)
in multiparty exchange simply bocause "insiders" know things 'outsiders"”
don't., Similarly, in organizations, functional specialization (complexity)
and finite communication channel capacities tend to produce information

impactedness. Clearly, uncertainty reduction at system-levels (read,

effective management of complexity) requires solution or, at least,
accommodation to the prcblem of information impactedness.
Cooperation. In a multi-party J-model exchange under uncertainty/

complexity (including impacted information), cocperation is an cbvious

requirement for successful performance. Both information and noi as of

conduct (the terms of the exchange, discussed earlinr) must be ghared--
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‘ the more so the more there is large size and functional specializauion,

which is to say, the greater is complexity. Such cooperation implies a

relaxation of adversary attitudes, integrative management information

(communication) systems, and interorganizational structural interpene-

tration.13

e

The award fee approach to acquisition seeks to facilitate cooperation

P

by establishing conditions as close as possible to a "natural" buyer-seller

relationship: wviz. one characterized by a personalized, collaborative

understanding among the parties and a desire to avoid conflicts.l4 This

is accomplished by inducing a climate of fairness and relative working-

e

e

| - level informality.

a—

i Contractor evaluation and fee determination, while neminally uni
‘ - lateral and hence potentially arbitrary, is, however, performance-based
|

) and made on known standards according to known Evaluation and Fee Determin-

ation Plans (discussed below) which themselves are subjects of negotiation,
i And the contractor receives full and regular feedback on these evaluations,
together with the opportunity to respond to them and preseat other informa-
tion.

Thus, the final data base for evaluation and fee determination is

intendedly comprehensive and unbiased, or, in other words, fair.

e —— e Bt} I

—

Providing for review by higher-level government managers of first-

1ine assessments, and, of course, the role of the FDO (fee determination

T

g

official) help keep the award method free of bias, as does the practice
{

of providing Evaluation Plans for comnsideration of both performance levels

3
Y 1'A somewhat fuller development of these ideas may be found in
1 Hunt, Rubin, & Perry (1971, Ch. 3). See also Patterson (1977).

4
1 This is discussed at length in 2 landmark paper by S. Macauley
- (1963).
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and the conditions under which those levels were achieved. In this

connection, the basically judgmental nature of award fee evaluations

affords a flexibility which facilitates full consideration by goverament

managers of contextusl or other factors exogenous but relevant to performance

outcones.

Informality at working levels 1s encouraged by the award fee method's

recognition of the mutual dependency of contractor and government in jointly

managed enterprises under uncertainty. The award fee approach seeks to

avoild interposing between the parties any needless contractual, organiza-
tional, or conceptual barriers that would diminish the frequent cross-
organizational interaction, information sharing and other communication
necessary for successful joint problem-solving and eventual satisfaction
of goverimeul needs.

Taformality 1is also encouraged by the award fee approach to evaluation,
In view of the judgmental nature of the award fee method, it 1s to be
expected that contractor managers will continuously seek information
from the government managers, who are their evaluators, on the government's
preferences and the degree of its (government's) satisfaction with the
contractor's perfermance. In addition to stimulating communication, this
nas the desirable consequence of encouraging early informal settlement of
conflicts and helping to assure timely identification and solution of
unexpected program/project operational problems. Moreover, since both the
government and the contractor tend to gain from these favorable outcomes,
their working relationship is improved by them and trust and communica-
tion are further enhanced.

To this point we have stressed the fact that the realities of feder-

alist acquisition under uncertainty demand interorganl!zational cooperation.
q y 2 p
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But they also demaud circumspection.

The government's stewardship of

the public interest limits its ability to cooperate with private organ-
izations; and it prescribes a need for institutional control of conjoint

(J-model) public-private sector undertakings. (That this circumspect

approach to cooperation by the government will assure a similar posture

on the parts of the private firms with which its works gces withour saying.)

This essential circumspection, then, aecessarily attenuates any

"naturalistic" buyer-seller conperation in federalist acquisition. Yet,

it is the intention and the function of award fee methodologies to induce

tendencles toward it (naturalism, that is). Those tendencies need to be

controlled in the public interest, but not sacrificed.

Obviously, this

is something of & managerial challenge. Unfortunately, except for the

higher-level reviews of lower-level managers mentioned above, there is
nothing in the award fee technology which automatically accomplishes it.

It 1is a challenge left fundsmentally to the jfudgment, skill and integrity

of individual managers. This is probably inevitable anyway; and, in any

case, it is hardly unique to award fee contracting. Indeed, the award 3

fee approach (and the J-model of the acquisition process) has the merit

of explicitly recognizing the control issue and its ethical accompaniments

instead of pretending that it has been somehow eliminated by contractual

magic.

1t follows from the preceeding discussion that mixed-sector quasi

market acquisition under uncertainty, with its cocperative requisites,

cannot be conducted in an ovdinary "arms-length' manner, as if between

buyers and sellers in a classic free market (i.e., according to an F-

type model).

Instead, acquisition under these conditions must be
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collaborative (J-type), 1f, at the same time, closely attentive to the

public anterest. Thus, the government must participate in the acquisi-

*ion process as well as in its {nput and output. In these circumstances,

then:

(2) a meaningful role must be assured government managers in the

acqulsition process.

Achirevement of this J-model goal 1s facilitated in the award fec
approach by its shared-management requirements, and by avoiding the
interposition of contractual or other barriers between government and
conrractor maaagers, and between government managevs and their management
tasks. Unlike traditional ircentive contracts, for example, the award
fee approach seexs to introduce no mechanical means of rcendering manage-
ment decisions, Instead it endorses the proposition the human effort can

make a difference to program outcomes und seeks to establish an inter-

oreanizational framework for the active exercise of managerial judgment

by both contractor aad govermment persomnel. 1t is, thus, a '"menageri-

alist” rather than a "contractualist” approach to acquisition. Instead

of putting management in a role as servant to contractual ends, it casts

\
15
the contract in a 1ole as servant to mansgerial ends.

Properly applied, the award fee can facilitate establishment of a
program management environment conducive to disciplined planning, innova-
tive human decision-making, and, ultimately, better achievement of the

govainment's goals through cffective program contrel. The method, how-

c
“Sapolsky (1%72) has persuasively avgued thai, by formalizing relations,

incentive contracts had the administratively illclogical cffect of trans-
ferring program maxagement to contracrovs, Award fee methodologies, X
suggest, can Le seen as ways of transfeveing it back, ov, at least, of
enhanecing the government's program management role,

e e Bk m i, 0%



39

of the specifjcations und policies that 1initiate and regulate them.

In short, to work effectively, .J-model acquisition and the award fee

method require government managers, together with the contracter's, to

be operational decislou-makers, and

The method helps assure such a role

establishing the gcvernment's managers as effective evaluators of

contractor performance--effective because their evaluations have direct

profit (fee) as well as other (e.g. reputational) consequences. This

rather more visible role of the J-model decision-maker can, of course,

expose the government's people to novel risks of making mistakes aud

being scen doiug it, but that probably i1s a necessary risk of program

imanagement under dynamic, uncertain circumstances.

(3) The third award fee hallmark cum proposition is to the effect that

top managers rarely can exert detailled control over organizational

operations.

and vested intercsts vesuliing from suborganizational differentiation

ccnbine to loosen the coupling of c¢rganizational elements and defeat

detsiled hierarchic control. he

in_behavior and, hence, effective

decision-makiug, whether or not that is crganizationally intended (cf.
williamson, 1975).

still more difficult in an interorganizational situation. For one thing,

the likelibood 1s that information will be fmpacted at various points in

ever, assumes motivation on the parts of government managers tc take an

active role in federalist acquisition processes, as well as in formulation

not merely contract ¢ program monitors.

¢ in the acquisition process “y firmly

Uncertainty/complexity, bounded rationality, information impactedness,

result is subunit and individual discretion

decentralization of problem-solving and

This 1s a difficult intraorganizational control problem which becomes
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: a counterpart organization as well as in one's own, Therefore, it is

necessary to develop communicarion channels not only within one's own

' organization, but also across the boundary with another. Moreover,
|

because of decentralization, these communication interfaces must be

: multiple; and, because of the shifting problem-solving needs in a dynamic

o

environment, they must be ad hoc.

Obviously working inthese conditions places a heavy premium on a

- ar

free and infovrmal flow of information across numerous interfaces of inter-

organizational syst:ms. Arrangements for accomplishing this which provide

——r—

for boundary-upanning only at top management levels are insufficient to

the task. Fo' successful acquisition to occur under condltions of un-

certalaty, in its specifications or operaticnal environments, there is

- need to

(4) stimulate both informal and formal communication across a variety of

organizational levels and boundaries, especially as betwcen contractor

——
. -..._,.,.__._.——-..-.-—_u--_“- -

and government mana Lois.

Unlike "contractualist” approaches to acquisition, the "managerialist"

award fee method dues not address itself only to the contractor's top

management. Nor does it envisape only top-level contractor-government

interfacing. For one thing, award fee Evaluation and Fee Determination

Plans (see below) provide formal charnels of communication between

contractor and government organizations, and across levels within the

government's own organization. One may safely assume, surely, that

e Ty ————e g T T
K- .
'

contractor organizations develop comparable channels to assure their own

internal information flow. But, in any case, it was described earlier

a
v L ATR .

how the award fee approach orients to difficulties of multi-party maunage-

ment under uncertainty, bouth allowing and, by 1its Information-sharing
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requirements, stimula g multiple i1aterfacing and informal communication

among and between contractor and government personnel, Thus, it encourages

a working enviromment typified by opportunities to establish communication

interfaces at any organizational level where problems exist, where

information nceds to be obtained, or where decisions must be made.

5

The next proposition simply states that orgamieational motivations—

contractor and government both--are varied.

Because we wished to emphasize aggregate (i.e. organization level)

strategic considerations, we spoke previously in quasi-political tones
- of the multiplicity of orpanizational "interests' that become corverted

to goals or act as standards for evaluating the results of exche ze.

We now wish to speak ia more psychological and tactical terms, There-
fore, we shall talk cof "motives." Now, the distinction of motives from

interests is a fine one; and it is unnecessary to address it here in more
- detail than we have already, especially since, in practice, interests and
motlves aggregate to a single functional class of organizational "disposi-
tions” (and internal crliteria for outcome evaluation). Besides, at this
point, we do not wish to review the large subject of organizatiomal mcti-
ut we do uted Lo make one essential point, namely, that

R contractors are not nonomotivational profit maximizers. Nor, for that

matter, are they moncmotivationally anything else. Like individuals and

the government, contractors have a variety of motivations which change in

importance with time and circumstance.l6

- 16For a wide-ranging review of the nature and role of profit in

business behavior, which makes these points among others, see Frieaman
(1978).
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In the theory of the firm, the utility of profit maximizing
assumptions is arguable (see Williamson, 1970 ch. 3, for an illustration),
possibly even viable, but only under a set of further assumptions not
likely to be satisfied frequently in federalist acquisition environments.
For practical purposes, however, cspecially for acquisition management

under uncertainty, it is crucial when planning exchanges (i.e. contracting)

not to:

--confuse assumptions (e.g. profit maximizing) made for theoretical
modelling with a proven fact of nature; or to
~~identify any ome aspect of organizational motivation (e.g. profit ‘g

"motivation") with the whole; or to

Sknvbiche

--confuse an gutcome of performance (e.g. profits) with an inpuc

gt om Spmevn e e

e et

to it (e.g. motivation-—-profit or other); or to

-—~identify micro~level (c.g. individual) characteristics with macro~
level (e.g. collective) ones.l7
Profit is an attractive business goal (interest) but not an overriding
motive; profits may result from business behavior without being causes
of 1t. And profit maximizing, whether frequent or nct, is probably a

special case, not the general case of business behavior (see Hunt, 1969,

for fuller develcopment of these points)., Furthermore, whatever may be the
strateglc macro-~level goals of firms, they must cope in tactical decision-
making with a multiplicity of suborganizational interests (goals) and

individual motives. Defining an objective function for the firm under

these conditions of reality--cr, more exactly, for a particular procurement~-

17 B.H. Kleirn (1977) refers to this as the "fallacy-of-composition 1
error."” ]
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is a complicated matter, which is made more so by continuing subsequent
needs to harmonize and control subunit and individual action in the
service of maintaining or controlling redefinitions of this objective
function, once defined,

In an acquisition, the government buyer's 'preferences" are input to
this definitional process. But is is impractical for any number of
reasons for the government to undertake in any direct way to "motivate"
contractor personnel to make their decisiong solely or even mainly on
the basis of government preferences (as some incentive trade-off schemes
seem to try to do). Most particularly, the government cannot by some
contract mechanism (e.g. an incentive structure) ''reach into" the
contractor's organization and comprehensively control decision-making
according to its (the government's) preferences, even if those preferences
are well-defined (which they often are not). In fact, attempts at this
may only be disturbing because of the complexity (uncertainty) they intro-
duce. Thus, as is true in the government's house

(6) it is best to leave to the coutractor's own management the task of

motivating their employees.

The award fee approach to acquisition does not depend for.its efficacy
on any special assumptions about the primacy of profit motivation, nor on
any particular view of contractor motive hierarchies. And it requires no
commitment to a dubious btelief in constancy of motivation at either organ-

{zational or individual levels. Instead, it assumes motivational variety

and changefulness as organlzations respond to shifting clrcumstances of

their unique environmeuts: and it is open-minded on the subject of what

motivates people and organizations, at least in particular places and

times.

e
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It is true, of course, that award fee contracts provide fee payments
(in dollars) to contractors for performance. But, they do so with a

clea:i understanding that money has symbolic significances in addition

to its more obvious uses and not from any firm cowmmitment to a profit

maximization model of contractor motivation. Fees paid to a contractor

have meanings relative tc a variety of intra- and interorganizational

motive systems. The magnitude of fee awarded to the contractor carries

N information, for instznce, on the judged quality of performance, and

i everything connected thereto--testimony to technical excellence, to

T s+ e

satisfaction of the government buyer, and so on.18 Thus, in the language
of behavioristic psyciology, money is a generalized reward.
Further, the awa-d fec method of implementing J-model acquisition

1 P 1 L1 Po] e . . L e
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dual) and macro-organ.zational (system) levels are coupled. It does not

seek to plan complex contractual means of maripulating either motivations

or substantive (operational) decision-making in the contractor's organiza-

tion. It looks upon such stratagems as impracticable, and instead sets

out to establish an interorganizational framewerk for performance of a
progrem of work. It specifies at least provisional government preferences

. .2garding that work and its outcomes, and goes on to state contingencies

S

. {or its performance, including any associated with reward for it (l.e.
payments of tee); and it arranges (in fact, induces) a joint information

communication system for control of the program's workflow. Finally, it

P

! ‘| 18On this question of the multi-functional nature of profit, see
- Friedman (1$78) especially the chapter by Kenneth Arrow, "Why profits
Y
li are challenged" (Ch. 3) and the commentary by Gabriel Hauge (pp. 117-
: 120).
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embodies all this, directly or by contractual reference, in an explicit

Evaluation Plan, which is subject to change in the face of changing condi-

tions of performance.

Except for this general plan, the award fee method leaves the task

of "motivating" people and their decisions to the contractor's own manage-

nment. Of course, it does the same for the government's management,

(It will be recognized that, in practice, the preceding statement will

be only approximately true. In the relative informality of award fee

environments organizational boundaries tend to blur, which leaves open
to some question exactly "who it is who marages whom.')

We noted earlier, in passing, the ideas made explicit by the multi-
faceted proposition basic to the seventh award fee hallmark, namely that

(@))

the acquisition process may be, and often is, a dynamic ome which

presents a variety of problems for which there are no contractual

panaceas.
Federalist acquisition under uncertainty is, by definition, a dynamic

affair--problems emerge in both anticipated and unanticipated shapes,

sometimes with discouraging frequency. It is not an environment in which

the "standard operating procedure" is useful very often or very long.
Nor is it a simple deterministic environment subject to control by the
most carefully planned F-type contractual nostrums.

In fact, even well-crafted multiple incentive contracts are necegsarily
simplistic in their assumptions about the environment of their application
{management of uncertainty/complexity}, and consequently dangerous;
first, because they give an illusion of control, and, second, because
they discourage active management, most especially on the government's

side. Yet, it was just seen how the control of discretion in tha acqui-
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sition process, especilally as regards continuing attention to government
preferences, probably depends on a human management '"presence.”

The government, after all, is the only party to the acquisition rela-
tionship who knows whether or not its "preferences" are being satisfied.

If the government buyer is to avoid ultimate disappointment with an

acquisition outcome, it must be in a position to monitor processes-~

to sense and troubleshoot "problems," and then provide useful feedback
to the contractor's operations perscnnel and their managers ahout the
government's satisfaction with what's happening. Plainly, then, J-type

arrangements are needed for the government to share in federalist acqui-

sition management and exercise judgment and Influence over its processes

as well as its outputs.lgtt is important, therefore, to

{(8) avoid rigid, mechanical, predetermined contractual formulae for fee

and other decisions, in favor of flexibility and active human manage-

The award fee does this chiefly by inducing a relative informality
in the interorganizational performaace system and by avoiding ovcremphasis
on mechanical coniractual counstraint of the working relationship between
government and contractor. For instance, exempting award fec determination

Jrom the conventional contractual disputes clause contributes to its

flexibility as an evaluation and performance contrel measure. Furthermore,

the fact that the Evaluation Plan (normally) is not included in the

contract does the same thing by making it easier to change, as and

19Contrary to the "mythology," Sapolsky (1972) has shown in the Polaris

development case how little formal management systems (PERT, etc.) had to de
with its outcomes and how much personal‘zed, active management did.

|




when conditions warrant it. This feature has the special advantage

cf g2llowing the government to change its preferences during the course

of a contract &an:d to communicate those changes directly to the contractor

in a timely and effective manner. These messages are especially likely

e ————————

tc capture a contractor's atteation because of thelr fee payment implica-

tions.

Federalist acquisition under urcertainty, we have stressed, faces the

formidable task of managing complexitz.zo

This requires time, attention,

effort, and, above, all, imagination. It requires an organizational

climate and structure conducive to problem solving, not one bureau-

cratically designed primsrily for the routine performance of preprogrammed

_ activitieg, or one overladen with administrative detsil

1

1

{

i cil, or gne where
]

s ostensibly helpful management methods serve instead to worsen management
t

problems by adding procedural complexity. Therefore it is desirable to:
(%)

simplify contractual provisions as a means of decreasing adminjistrative

complexity and burdensome routines.21

S ongla - BT

The award fee contract is (or can bhe) structurally simpler than most

incentive~types, certalnly more so than the

multiple incentive varieties
with complex trade-off matrices (which, happily, now have fallen into

disuse). Indeed, this simplicity is a major point in favor of the award

. e s g Y (T
- Ry .
. .

N fee strategy.

From the standpoint of management, however, an award fee contract

. 1s (or should be) more demanding te administer-—esgpecially in the ways

; 2oAs was noted earlier, uncertainty equates to complexity, in an
l( information processing sense.
i

i .
_ ?lSimplification of acquisition policy and procedure will be remembered 1

as among the major recommendations of the Commission on Federal Procurement
(1972).

- -
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it requires 1nvolvement of line managers (government as well as contractor)
Furthermore, the formal requirements for award fee-based performance eval-
uation and fee determination are exacting and time-consuming, particularly

for high-level government personnel.

Consequently, despite structural simplicity, awvard fee contracts

2
impose an administrative burden. 2

This fact argues for extra care in
asguring their structural simplicity, e.y. by keeping them focused on a

relatively few essential performance parameters. But it also argues for

care 1n the use of award fee arrangements and the selection of evaluatioun

factors. Because they may be costly to administer, award fee contracts

should be used only when their potential benefit to the governmenc is
clear and when the size or importance of a prcject/program (or the

significance of a performance factor) is worth jt. ‘Burden.” after all,

is relative to project/program scope, and contracting methods need to
be matched to both the mature and scope of the acquisition and the limited

resources available for program/project management,

Finally, if it is desirable that contractors receive profits, so is

it desirable that those profits be earned (with the stress on earned).

There is ample reason to believe that this norm is breached when "profit"

is a result of based fee setting or is otherwise fixed in advance of

performance. The monetary rewards got by bad performers are then no

worse than the ones got by good ones. To be sure, tliere may be other

than divect monctary costs to contractors of bad performance, but they

A recent NASA in-house studv found, for instanc:, a greater volume
of "paperwork"” among CPAF contracts than among CPFF varieties, and other
indications (see lelow) are in the same direction. Larsen (1978), however,

in a study of GOCC contracting in the Army, argues that the extra effort
of award fee is "worth it."
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may not be very great in practice; and, in any event, if it is to have

any effect on performance, profit or fee must at least be sensitive to

variations in it (performance, that is). Therefore, it is at least

appropriate and probably imperative that contracts

(10) assure that profits are earned by providing for variable fees pay-

able after the fact on the basis of performance.

Because 1t relles on ex post performance-based fee determinations
instead of cost-bagsed fee setiing or fixed fee in advance cf performance,
award fee contracting comes closer than most otheir methods to fuifilling
the principle that profit should be earned, not awarded in advance. By
the same token, eschewing mechanical means of automatically awarding fees
(as in traditional incentive contracts), which may express more about
ceuntract structure (and its negotiation) than it does ansout contractor

performance, works in this same direction.

Figure 7 summarizes the ten features of the award fee approach to

acquisition which we have just discussed, and their interrelations. This

figure also depicts the mechanisms by which the award fee methods contribute

to the dual objectives of J-model system acquisitions: wviz. effective

penggemant and fair compensation to the contractor.

V. When is Award Fee used?

The awi:rd fee method of acquisition is intended for use whenever both

of two program conditions are met: (1) when the government's principal

managers determine thet uncertainties exist which preclude rigorous

specification ¢f contract performance parameters or price, thereby

e o L it Wt i o N At £

o Gt aita = -




o TR R T

-
e

1035e13U0)H A, _
03 uoylEesuaduc)

310BJ-9Y3-121JV PI3IENTEAR
$OUPWAOJI3J 3O STseg Y3 uo
s@ad 9TqEBIABA SIpPTAOLJ

T
1

; I

-

S20BJI33U] pPa[o4A97
~J3TNW 3IE® SI19aZeuBy

SUOTSTAOIJ
1en2oeijuo) Bay3ITdurg

JURWUIIA0S pue

“fueadoag oaj3ivaiid

JU2WaZRURY

i030BI3U0) PUE
JUINUUIDA0N) UB3.A]
-ag uwotieazdoo)
pRTIC1IU0) saSuriay

J
ﬁw mmwuonNJ

UOTITSTNOOY
3o 3usuwadeusy

l1o30233U0) useMmiDg UOTZ
-BOTUNIAOY) ESIBTNWEIS

Aﬁ sucIgEOag

I2y3Q pue aagf I03
PETNMIIO [enijoexjuo)
1EoTuUBYSaN ‘PI3FY SPIOAY

\\\\\\\\ BUOTIBAad(] [BUCT3

—ezjuedlig Jo 10A3U0)
pozZITRIJUa] PIITUTT

T

§s9201g uoylTsynboy
dJwWeuig 103 STEaIBUBY
Ten3deI13u0) ON 83dadoy

Haam

e e e 2% B

L 2UNDId

o T -

—

———— -

uy woriedyariaeg
JUITUIBAOSH BIAILESY

Ar

su0T1 |
—-BATION 224oTduy !
umo sBeury 03
§1030BI3U0!)) SMOTIV

T
R pataep
21P SUOTIRATION
TeUOTIBZIUBElD
Jey3 sazjulSooay

: $2A3392(q0 weaBerr 1IPIeAQ 03 syu] pue *sdiysuciivIAY TEOTI: (30dLH AYIYL *sylvmiley 9 paevmy jo Liwwmmmg

e O




e o AT

e i e, gl U TS ST

. v e

JURa |

. . - Ce - —— — —
P 4 -

51

2
introducing significant program management problems; 3 and (2) when the
nagnitude of the contracted work or the potential benefit to the govern-

ment 1s sufficient to justify the administrative costs of the award fee

procedure,

FIGURE 8

Conditions for Use of Award Fee

(1) VUncertainty-induced Program Management Problems
and

{2) Program of Sufficient Size/Significance

Historically, awatvd fee¢ applications have been concentrated in cost-

type contracting and level-of-effort (e.g. support services) environments.
But, keeping in mind the caveat on program-size noted above, award fee
provisiona may be introduced into any contractual environment where un-
certainties exist, and at any point in the acquisition process. One may

write a cost-type contract for R&D, for example, in which award fee is

the sole contractual method of providing compens

The result is a standard cost-plug-award-fee (CPAF) contract. In addition
to R&D, such contracts have been widely used in the acquisition and
management of support services ranging from technical operaticns and

naintenance tu custodial and food services, installation security, and

operation of tour guide services.

23This condition is essentially equivalent to the suggestion containced
in a DoD policy paper that use of award fee is "appropriate where manage-
ment 1s the decisive factor in performance." (Hq. USAF Centract and Acqui-
sition Policy--Director of Acquisition Folicy 16 March 77--attachment to
letter from Director of Procurement Policy to Major Air Force Commands).
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To give a different example where the award fee provision is not the
sole or cven basic method of compensating a contractor, one may write
fixed price contract for the bulk of a program (e.g. production of an
alrcraft) with a provision for additional award fee-based payments in
some delimited area of activity where uncertainties (and management require-
ments) are prominent. In this case a firm-fixed-price (FFP) contract with
an award fee component results, for which such notation as FFP?/AF would be
appropriate.zn

The A~10 aircraft program illustrates this second kind of supplementary
award fee application. An award fee component was added to a basic fixed
price incentive (FPI) contract as a means of motivating contractor attention
to logistics implications of design alternatives. Via the award fee, the
vcntractor was encouraged to consider not only immediate developuwment costs,
but alsc the potentially greater loug-term costs of aircraft ownership,
and to effect dollar trade~offs in the government's interests.

Acquisition plans such as the A-10's suggest a whole range of oppor-
tunities for special~purpose bonus-~like applications of the award fee to
achieve important national goals, Some of these goals may be relatively
contract-specific, as was the case with the A-10, an acquisition whicn
exemplifies the potential utility of the award fee for managing total
and/or life cycie sysiem costn. Tu addition to logistics, the award
fee method is adapatsble to orher imaginative uses in acquisition and

program management: for insvance, in motivating contractors to control

zaSince the award fee 1s defined by the ASPR as a cost-type contract,
it is necessarily subjert to the fee limits imposed on such contra~ts,
The Federal Acquisition Regulations (FAR), when they ave issued, are not
expected to alter the substance of the ASPR's provisions on the award fee.
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overhead or to improve thefir quality assurance programws, and generally
for encouraging contractor performance beyond contract minima, when

such improvement is in the government's interest.

The award fee supplement can also be applied to gaining government

i

objectives which are not contract-specific, but which are nonetheless

vitsl. These might be termed "boiller plate applications,' and might

orient, for one thing, to svimulatiag technical innovation (and increased

industrial productivity), and, for another, to the accomplishment of
sccioeconomic goala. Incentivizing energy conservation and ilmprovements
in manufacturing technology are possible award fee appliceticns in the k

technical area; and, affirmative action goals may be frasible targets for

award fee supplements rto many fixed price or other prime and subcontracts.25

VI. When ian't Award Fae use

The use of the award fee method in acquisition s contraindicated

vhen, for any of a varlety of reasons, the goals and advantages of the

method, which were described above, arve of little or no interest to the

v rely on the marketplace to

government. These reasons will tend to reduc> to one or more of the 3
following: 1
i

(1) the governmen: can confidentd 4

protect its intevests (as in genuine price-competitive procurements,

standard off-the~shelf buys, or the like}, and cau express its confidence

PPV T

in a fixed price contract toc which change 1g uniikely; or

SI am speakiug here unly of the feaulbility of these applications,

not of the wiedom of them., That would have to be decided on grounds other ;
than simple feasibility. 1In fact, I tend toward skepticism about the :
degirability of using award fee outside core management problem areas, ;
and of course I fear its promiscuous overuse.
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(2)

the government, by applying in-house expertise, can itself

effectively reduce uncertainties of cost, performance, ctc. to trivial
proportions and, again, resort to fixed price contracts; or

(3) the planning and administrative costs of award feo procedures

exceed any potential benefits from their use, or are infeasible for

technical reasons. In such circumstances, if the work is R&D or support
services, say, resort may be had to cost-plus-fixed-fee (CPFF) contracts;

or, if the award fee was considered primarily as a special-purpose add-on,

J—

perhaps to a production contract, retention of a uniform fixed tee contract

may be best.

FIGURE 9

Contraindications to use of Award Fee

(1) Existence of effeoctive marketplace, and ahility to enter

fixed price contract

or

{2) Avallability of in-house expertilse to reduce uncertainty,
and ability to enter fixed price contract

or

(3) Cost of award fce execeed benefits (then use CPFI)

VIT. How is Award Fee used?

Application of the award fee concept requires these throee things:

Gy

specitication of a snt of performance factors on which the

contractor will be evaluated by the government;
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" (2) specification of procedures, jincluding criteria, for evaluating

performance on these {actors; and

(3) specification of a means of translating performance evaluations

into dollar equivalents for fee award, together with specification of the

times at which these awards will be made.

FIGURE 10

Using Award Fee

(1) Specify set of performance factors
(2) Specify procedures/criteria for evaluation

(3) Specify dolliar equivalents for (2)

(1> Specifying Performance Factors. Virtually any discriminable aspect

of contractor performance can be selected for evaluation as g perrormance

factor, providing only that i be measursble and substantially under the

contractor's control. Features of schedule, technical performance, cost,

or management method may be seiected as performance factors; and ithey may

be defined .n terms of outputs, inputs, ov processes. Undoubtwedly the most

common award fee applications have been to features of progrew/project

output (or contract outcome). Awapds have typleslly beenw associated with

parameters of performance qualty (e.g., alrcraft speed), delivery schedule,
or cost, However, it was suggested above that gward fee provisions also
may be contractually applied to suck input factors as perscnnel recruit-

nent. (e.g. to achiceve affirmative action gonals) or contractor investment

in plant and equipment, to name just & couple of possibilities. They can
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he applied as well to program throughput: for instance, <o stimeate

value engincering cfforts, quality assurance programs, monap:menl acconot ing
procadures, Information management systems, and even gpecific namagromert
techniques, such as maragement by objectives.

It is important, however, that award fee applicatiors b. caveiully

planued.  Eacl evaluation lactor necds a ratiounale that makes clear tts

zceessibility to timely, dependable measurement, its potentiai for zontred
by the contractor, and its relevance to the povernment's acgeiitien

goals.

FIGURE 1!

Pertormance Factors

May be: cost, schedule, performance quality,
managemen t

Hust be: measurable, countrellable by contractor

In priaciple, any number of factors may be selected as 2valuat lon

targets=: bul, for simplicity and certain technical reason:, which mve
discussed later, it is best to focus on a relatively smail ot of
factors careiully selected to represent the government's puvincipal

interests in the contracet.

(2) Yrocedures for Evaluating Contractor Performance on Targei Factors.

To evaluate performance one must do four things:
i specify vhe eriteria which will De used to evaluate ench

factor; these may refer ‘o features of the contractor's

actunl
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performance (e.g. reduction of overhead, in deollars) or to the
government consumer's satisfaction with that performance

(e.g. maintenance of liaison with government managers);

specify a means of operationalizing the evaluation criteria

as measurements capable of reliably detecting meaningful

variations in contractor performance on the factors targetted

26
for evaluation ;

specify a means of gathering (reporcing) information relevant

to the selected evaluation criteria and the merhod defined

27
for their measurement ; and

specify the environments (including the evaluatrors) and time

periods in which evaluatlon will take place. This requires

identification of where, when, and by whom information about

the contractor's performance is to be gathered, by whom it

A variety of adjective scales (satisfactory...unsatisfacrory),
numerical rating scales (1-10, 0-100), and letter grades (A-F) have been

uzed for

thls purpuse, when the measurements to be made are judgmental

Direct, nonjudgmental measures may also be used (e.g. miles-per-hour,
total cost).

27

rhe "
are some kind of narrative report.

raw data' from which performance measures are derived usually

These reports (and any supporting

records) need to be in a form which documents the performance in question

o ]
and includes infcrmation or: the criteria specified for gauging its quality,
and is consistent with the weasurement technique intended for use.

inatance, 1f 1t is planned to eveluate the quality of a contractor's

For

comrunication with a government program manager, using a ten—point
rating scale, the record of the contractor's communications must be such
as te indicate ways in which it impacted helpfully or adversely on the

program wwanager's ability to manage;

; and the record must be sufficiertly

detalled to allow discrimisation of 10 different levels of performance

A simple record of frequency of communication, Ly ftself, would be an
insufficient data bhase.
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is to be evaluated, and when. Multiple parties having

different functions or levels may be invelved in tho-e

actlvities.

FIGURE 12

Evaluating contractor performance

(1) Specify criteria
(2) Specify measures

{3) Specify means of gathering/reporting data

(#) Specify who, where, when will evaluate

(3) Derermining Fee. Translating the results of performance cvalustion

into dollar equivalents for fee award requires basically these three

things: .

i. a procednre tor aggregating factor evaluations (wheo aulliple
revformance factors are being evaluated) to yvield an overall
ovaluation which can be a basis for final fee determination:

i1, a wmethod of caleulating dollar fze cquivalents or the porformone.
craluations;
il spectflcation of time periods (e.g. quarterly) aud amy
conditions for fec award; and
iv. identification of the parties responsible for surch calculations

and fee awards.
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1)
(2)
(3)
(4)

FIGURE 13

Determining Fee

Aggregate evaluation measures (total score)
Calculate fee equivalents
Specify periods (and conditions) of award

Name official responisible for award

Planning Award Fee Applications. For purposes of both contracting and

subsequent administration, negotiated solutions to the three above-

stated requirements for award fee application will be incorporated

into two plans.

An Evaluation Plan, which will describe the performance factors

selected as targets for evaluation (requirement 1}, and the
method of their evaluation (requirement 2); and

A Fee Payment Plan, which will describe how, based on the

evaluations produced under the Evaluatica Plan, fees will be

pald to the contractor (requirement 3).

- These are:
A.
B.
qwm Vo rsmessen
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FICURE 14

Planning Award Fee Application

-Fvaluation Plan--
...performance factors

...method of evaluation

-

«Fee Payment Plan——

...method of trawslating evaluation into fec

>

vy whom, and when

Obviously these two plans are interdependent and must be developed
in eleze coovdination. The Evaluation Plan is an inpat to rhe Tee Yave
went flan and, hence, as was described above, must satisfy the peed:s:
of that plan. The Fue Tayment Plan, in turn, states the wonctary
conacquerce (to the contractor;, of the use of the Evaluation Plan,
and must thorefore he consistent with the latter plan's provisions.
Togethar, the Fvalustion and Fee Determination Flans define a char'ey
for strucin: ing an organization and allocating responsibilities for
adulaictration. 1t is important to keep in mind this interdependency
ard the need for linkage and apreement among Evaluation ana Voo Pavmeui
Plang that results from it. 1t 1s also important, howcver, to rocopuize
thet the Bvaluation Plan has a significance and a usc separate from
(altbow;h not fnconsistent with) its function in fee deiermination. Ti

aino gorves a broader program/project control function, stimulating and

structuring a steady flow of information across orpanizational boundavices.
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If this second (control) function of the Evaluation Plan is over-
looked the award fee method may be deniled its grecatest potential value,

namely its utility as a menagement tool. The control function of award

fee justifies, even demands, elaboration of the Evaluation Plan beyond
the bare requirements of input to fee determination, although, plainly,
_ such elaboration must always remain subject to consistency with the Fee
Payment Plan. The critical point is that developing an Evaluation Plan
is more than a matter of arranging for contractor compensation, although
that's certainly part of it. More basically, it is a process of con-

structing a management plan for assuring a timely flow of esserntial infor-

_ mation necessary to effective and creative program directioni and control,

These ideas are schematized in Figure 15. What this diagram says is that

FIGURE 15

Award Fee as g Management Tool

EVALUATION PLAN—— INT'ORMATION ——anpuoc M—— MAN'Q:GEMENT
[ .7 |

A d - [
FEE DETERMINATION PLAN ~ CONTRACTOR COMPENSATION

the award fee Evaluation Plan generates -nformation which ie directly
useful in program management. This information, when related to a

Fee Peterminatlon Plan, also provides input to a managemen decision

on contractor compensation, which in turn, has bearing on program

managenent processes,

SRR VS Y O




. . e o R Y TR e

N ""11.-.—-.’-—..-.’.’.:""" N e A T PR e - - i — B Al w2 A O AE

62

Tt will be apparcnt then that considerable care and effort 1s
called ter when preparing and harmonizing Evaluation aand Fee Paymenc
Plans. Moreover, it is important to remember that the award fee is
intended for use in clrcumstances characterized by significant uncertainty.
Hence, allowance for change in the particulars of Evaluation and Fec
Determinatioa Plans is crucial to realization of the method's potential

for enhancing program management in dynamic environments.

VIII, Who is involved in Award Fee administration?

Adninistration of an award fee contract involves an organization of
at least three levels of government managers. At the highest level is a

Fee Determination Official (FDO) who is responsible for final decision

on fee awards Lo contracters (although possibilities exist, at this and
- other levels, for arbitration arrangements to manage disagrcements).
The FDO is also responsible for making any changes jn Evaluation and
Fre NMetermination Plans.
The lowest organizational level is, naturally, the working level
where government managers are gituéted who can provide the contractor
'% performance necasurcments called for in the Evaluation Plan and can
‘ recommend chauges in that Plan if they scem desirable. These managers

are comonly called Performance Monitors (PMs).

. Depending on program size or complexity, the award fee organization

i
‘% may provide for several intermediate levels between the FDO aud PMs. There
g - will, in any eveut, be at least one such level, consisting of a committece
d

1

or board responsible for: a. recelving and reviewing the evaluation

;q h reports of PMs, coutractor commentaries, and other information; b. bringing
1

AR
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a general management perspective to bear on the evaluation process;
¢. recommending, according to the Fee Determination Plan, an amount of

award fee to the FDO; and d. recommending changes in Evaluation and Fee

'L_ Determination Plans to the FDO. This Performance Evaluation Board (PEB)28
. -
would consist of relativcly high management personmel, one of whom woald
el serve as Chairperson, usually with authority to call meetings, acquire

' supplementary information, name PMs, etc.

FIGURE 16

Participantz in Award Fee process

Level I —- TFee Determining Official (FDO)
— Level I1 -- Perxformance Evaluation Board (and Chair)

Level III —— Performance Monitors

NPT O

- The design of the organiza*ion for award fee admin h?ﬂq@j;ﬁ, ;nd

— the identities of its members (by title/function, not name) should be

anticipated in the Evaluation and Fee Determination Plans, as negotiated

with the contractor. This planning and such vital implementation acts

as naming PEB members mormally will be the responsibility of a program

é . manager. It will then be decisive te the guccess of any award fee

— application that its participants understand both the nature and goals
of the acquisition and the theory and basic methodology of award fee

ib contracting. Training for the latter may be necessary.

: 28
f’ In Air Force termir. .2y, an Award Review Board (aRB).
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IX. Practical and conceptual issues in Award Fee applications

In this section I shall review several issues that arise in award

fee contracting. My intention is to highlight certain key points which
require careful attention when developing award fee Evaluation and Fee
Determination Plans because they may heavily influence the success of
those plans. Six issues will be discussed, namely: (1) selecting and
measuring performance factors, and (2) devising control strategies, both
of which have to\do with Evaluation Plans; and (3) conversions c¢f award
fee to other methods, (4) reward vs. penalty in fee awards, (5) the level
of the FDO, and (6) the frequency of fee award, all of which relate to
Fee Uetermination.

w

Selecting and Measuring Performance Factors. This issue is divisible

into several sub-issues: a. deciding on the kinds of performance factors

to use, and b. on how many to use, and ¢. on whether to weight performance

factors differently, and d. on how to measure the factors chosen.

a. What kinds of factors? Earlier it was noted that virtually any-
thing relevant to » program's f{mplementation could serve as an award fee
performance facto>, provided it was measurable and at least partly

controllable by the contractor. Traditionally, however, emphasis has been

__ placed on outcome factors (cost, performance, qualitv, etc.) partly

perhaps as an expression of a results-oriented management philosophy.
Goal-setting ard output evaluation clearly are important in acquisition
planning and management, but there is need, too, for attention to through-

put process indicators. For one thing, without them, there may at times

be nothing of censequence to evaluate. Meaningful program results often

can be a long time in cominrg: and, in a managerialist environment, one will

O A
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wigh, in any case, to be able to anticipate and Iinfluence results.

This requires information on what's being done as well as on what's

coming out of it. 1f one is to understand a given result, it is necessary

to have information on the processes (methods) that produced it. So,

sound Evaluation Plans for acquisition managewent will include both out-

come and process (method) indicators among the performance factors

targetted for appraisal.

b. How many factors? In practice this is a hard question. One

may answer it by saying, "A few lmportant ones," but that may not help

much. Unfortunately, it isn't possible with general advice to do much

better than that. The problem is: how much information can be managed

and usefully applied to performance evaluation and eventual fee determin-

ation? It may sometimes be necessary in day-to-day management to gather

information on large numbers of factors. But for purposes of evaluation,

large numbers of factors, when aggregated, often have mutually cancelling

effects that render them insensitive to net performance characteristics.

Therefore, performance factors on which evaluation and fee determination

are planned should be kept few in number and limited to considerations

of special importance to the acquisition. And, whenever multiple factors

are targetted for performance evaluation, careful consideration needs to

be given to methods of aggregating rhem, and to their validity as indicators

of net performance and fee entitlement.

[ Should performance factors be weighted for aggregation? It

seems reasonable on the face of it that, relative to its sensitivity to

net performance, an aggregation method which weights factors for their

"importance” will be superior tc one that doesn't. The technical liter-
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ature on measurement, hewever, remains undecided about the utility of

the practice as a means of discrimineting between levels of aggregate
performance.29 The complexity of the processes for determining appro-
priatv cross~sltuational weights for performance factors is considerable,
Cervainly it 1s impractical for acitual acquisitlon purpeses: and arbitrary,
hit-or-miss, intuitive guesswork 1s hardiy a substitute for empirically
derived weighting. For now, then, the solution to the problem of

welghting performance factors for aggregating on net performance seems

to ve, don't do it. It probably is best to employ for evaluation 4 small

nunber of egqually weighted performance factors.

d. low are perfcrmance factors measured? 7The award fee method 1is

one designed to give governwment mansgers opportunities to render fee-
determiring judgrents on the quality of contractor performance instead

of haviag thosc decisions made mechanically by a conrtractual device
structured ex ante, or else not wade at 4ll. The problem of transforming
judgments into measurements has not been seriously faced in the award fee
framework, however. Therc scems never to have been a serious stuvdy
designed, for instance, to ldentify usable measurement units for rating
contractor performance. Certeinly there has heen no ewplricsl attempt at
determining the differential validity of varfous methods of award {ee
grading. Lacking such fundamental infermation and tecruologinal develop-

went little advice in the matte- of measuve-ent technique can be given to

the fleld.

29 )
For instance, research on both .ife satisfaction and on job satis-
faction has demonstrated no clear asdvantagen to welghting, and some dis-
advantages (cr. Andrews & Withey, 1976).
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This is essentially a problem in psycaclogical measurement (psycho-
metrics), which is a reasonably well-developed field. Fsychometric
attention to the award fee evaluation process is clearly overdue; but,

in the meantime, measurement techniques for award fee evaluation of

contractor performance might best stress face validity and be kept simple.jo

(2} Control Strategies for Award Fee Fvaluations. In a previous section

of this document we spoke of "controliing" the J-model cooperative govern-
ment-contractor relationship in order teo safeguard the "public interest.”
Now we speak of "control" 4n a narrower (but not entirely unrelated)
sense, referring to the regulation of organizational processes. One

such control probiem, a baseline problem, relates closely to the measure-
ment questions we ware just discussing.

a. Selecting baselines for making award fee judgmenvs. Persons

experienced with them frequently find that, with time and repetition,
avard fee judgments seem to become "steractyped.” Current grading tends
to be "anchored" by previous grades. This 18 a baseline problem. It
vefers to an evaluator's need for some standard of reference, and it is
a procedural problem which is atill unresclved in award fee theory and
methodology. Regarding it, practices vary: sometimes the last score
given to & contractor is deliberately taken as a baseline for a current

eviluation; sometimes sn imaginary "average” contractov is taken instead;

0 .
For axample, a vather simple faca-valid measure of satisfection
with a contractor's management methods wight be this:

"With regard to providing timely information to the government on
program status, the contractor's methods sre"

sdequete: _ : i i i i it iuadequate
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and sometimes an imaginary "excellent' coumtractor is used. Each of
these alternatives presents some rather obvious difficulties, and, un-
happily, there 1s no factual basls for choosing among them, or for
suggesting others,

The "previous score" baseline preseuts a special problem that should
be recognized. The active (J-model) role of govermment managers using
the award fee technique is expected to help "shape' contractor behavior.
This shaping implies a "growth' pattern in contractor performancc .uality
(a learning curve, in essence), At any rate, it gemerates a legitimate
expectation of performance improvement from one evaluation period to the
next. But, since management in the award fee enviroument is shared as
between government and contractcr, imprevement in the contractor'sz grades
may also be construed as an indirect measure of the performance of govern-
meni mavagers, aud thereby motivate them to self-apgrandizing grade in-
flation, much as collepe professor arc sometimes accused of doing in order
to get better evaluations of thelr courses from students,

The risk of some kind of spurious grading is present in any of the
award fee baseline strategivs mentioned above, and the solution te reduction
of this risk is not yet obvious. This is a basic problem not only of the
validity of individual evaluation scores, but of the pattern (i.e. learning
curve) of gcores across evaluation periods that might be used to test the
power of the award fee method as an acquisition management tool. From
theory, we expect auvard fee grades to improve (to a point, at any rate).
The practical problem is to assure that grade increments mirror genuine
performance increments.

b. Plateaus and ceiling cffects. Improvements in contractor
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performance quality may not follow 2 smooth growth curve. Instead it
may develop stepwise and, s wome point, become gubject to ceiling
effects. There is the same quzstion her. of scuve valldity chat was
mentisnzd before, but there is aisc a problem of rationalizing relatiunus
between an Evaluation Plan and a Fee Determination Plan. This problem
can be seen by considering the question of vhether or not equations for
paylng fee on the basis =7 performance srades should take account of the
increasing difficulty of improving perfutmance at progressively higher
levels. 1Th%a is a cemplicuted question that Tamifies to other questions
about the fairness of fee award and what 1i is anjyway vhat motivates

(or controls) contractors’ performances. Lilke wany other guesticns
posed lhiere, tiis one has no stralghcforward answer. Fosing 1t, however,
has the salutary effect of causing acquisition planners to consider
utility functions: how much performance is reaily wanted, given thc
costs of getting it? which, of course, is the queation basic te design-
to-coet uolicy aspiratioms. It also vaises a similarly useful question
for acquisitlon winagers to answer: at what point has actusi contractor
performance become "good enocugh’ to allow a simpler and administratively

cheaper mzthod of management (e.g. CPFF or FFP)?

(3) Converting Award ¥ee Contracts to Other Forms. The preceding dis-

usglon leads to cuwsideration of the problem that award fee arrangements
are souetimes continued beyond their usefulness in &n acquisition. For
all Jte wirtces, the award fee method is a costlv, aduinistratively
demanding technigue, with certain cumbersome qualities. T have advised

that 1{ts uvarz should be restricted to situations of sufficlent scope and

uncertainty that its virtues are worth its cosrts.

Except perhaps in highly
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simplified forms, award fee should not be used in emall acquicitions.
Even in larger acquisitions that may have justified its use Initially,

a time may come when conversion to something else is wise. There are

at least two conditions when this is true; (a) when uncertainty has been
reduced to trivial proportions, and (b) when the costs of trying te
produce marginal changes in contractor performance, even if wanted, have
become too high.

If, in the course of an acquisition, uncertailnty has disappeared,
fixed price contracting is {casible and appropriate. The case of plateaued
(at an acceptavly hipgh level) contractor p~rformance is different.
Substantial uncertainty mav still exist in the performance environment,
but, like a small procurement, award fee-~based efforts to inmprove the
qualiry of the output are simply not cost effective. Conversion to a
CPFF contract (for support services; snay) would then be apprepriate (and
would satisfy Grant's, 1378, argunments for simplification of service
contra-ting). Or, if it wevre preferable to remain within the basic award
fee arrangement, evaen with an "excellent' contractor, the fee pools could

be brokewn into small "pots" and given out routinely at intervals unless

the contractor has a docunentable problem. This procedure differentiates
acceptable for perforwance maintenance. A penalty system may be acceptable
in wmaintenance phawes, even if it 1is inappropriate for developing
pexformence levels to some given level (see below). Certainly a penalty
syatem 1s simplevr to monitor and cheaper to administer. And there are
indications that, at higher levels of performance, contractirrs in award

fee environments tend to orient mainly to drops in their grades. These

i o 2o

s e adeekd

- Y i T e Il 1. e i, 2 s

e et i it

..

e —




e P RIS A

- - PP N

i — Ry o W

H 7
— 71
— drops act as "flags," focusing management attention on problem areas
when thiese can be senzibly expected to be few in the overall flow of the
= acquisition. The award fee administrative merhed then becomes analogous
- to "management by excention," which has the further virtue of reducing
the costs of control.
-\ The kinds of coutract convergion talked about above ave well-advised,
when conditions are right. Otherwise, they are ill-advised. Also ill-
he advised is another kind of conversion; transformation of judguwental
avard fee evaluation techiniques into mechanical incentive fee--like forms
- .
which effectively defeat awerd fee goals. Evidently this comes about,
— on the one hsnd, because of contractor disquletude abtout the unilazersl
nature of award fee evaluation, and, on the other hand, because govemmnment
- managers become uncomfortable with making '“subjective" evaluations.
Certain y a genuine issue in award fee technique is how tc make judgnental
——
measurements. 1 spoke earlier abour gome aspects of this issue, The point
_ here is that the issues are not resolved by converting award fee evaluatious
. into gutomatic incentive-like formulae for fee determuination, they are only
%; - evaded. Such convarsions, moreowver, sacrifice the virtues of award fee
‘ contracting, which is necessarily a "high-conflict” mode of operaiion, for
? - nothing more than the apparent safety and cemfort of impersonal formulne.
Lé - (4) Award Fee as & "Reward Only" Process. The basic award fee methed
B represents a kind of "bonus wodel" of compensation. It alsc represents an
! ii = applization of certeln theoretical ideas from the psychiology of learning
! {and behavior modification}. Withouc going imto detail, these ideas
: ;l - coungel as most efficlent en sporeach to shaping pecforrance bgsed en so-
: { — called "positive reindorcewent’” (rewarnd), rather than on "negetive rein-
L
!
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31

forcement" (punishment). Ip addition, there are other indications that

reward-based transactions help facilitate the kind of cooperative multi-

party exchange envisaged in J-model award fee theory. Simply put, the

award fee method is not conceived as a penalty process. In that sense,

as well as in others, it differs from the incentive methods with which

it is often misleadingly associated.32

Still, Jt must be said that very little actual data exist on which

to defend reward-only practices for award fee, Indeed, a variance from

the reward-only norm was suggested above. Although theory is clear on

the point, the theory itself is not well-grounded empirically. It 1is

an interesting and important question, therefore, whether and when
rewards or penalties maske practical differenﬁes in acquisition outyput,
especially given indications, mentioned before, that commonly risk-averse
coniraciors may be more quickly aroused by threais of luss than by
progpects of gain., In fact, this attitude would be expected whenever

contractor organlzations are motivated more by a fear of failure that

by some kind of achievement motivation. At least that is what one would

couclude from the literature on individual social behavior. But, plainly,

this is another of those sreas where more research i3 needed.

31Cf. R.G. Hunt (1974b, ch. 3) for a discussion of reward vs.

punishment in supervisory performance control.

The so-called "Martin Inceative" is au explicit penalty arrange-
nent, for example, in which the total performance fee 1s paid to the
contractor and the contractor must pay back to the government any
amount lost for less than standard performance duriag operation,

!
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— (5) Who Should Be the Fee Determination Official (FDO)? Qbviously it

| is appropriate that the identity (level) of the FDO should vary with
the magnitude if not the type of acquisition. It is generally desirable

that the level of responsibility equate to the level of official authority;

\ and, too, high-level review of contractor performance is a basic award

H e fee control provision. But, there is a risk of setting the level of fee
X determination so high that review and fee determination will be so awk~
i ward, infrequent, and removed in time from actual contractor performance
as to make it uselesr as a means of affecting contractor performance.

; In the absence of evidence that contractor performance is indifferent

! — to the timeliness (cor magnitude) of fee award, arrangements for fee

determination should be as near as possible to the time period of

performance being evaluated. It follows from this that nomination of an

FDO should be subject to this conmstraint ss well as to others already

mentioned. 1In one sense this has nothing to do with the level of the

— FDO, but rather with his/her work load and consequent ability to make

v ————

timely fce awards. But, since the two tend to be correlated in practice,

a good rule of thumb suggests that the FDO be at the lowest organizational

.

levei which is consistent with the responsibility involved and with the

f

o

need for FDO review/control to be credible to the contractor. This might

‘g

e

then be a negotiable matter.

s
!

(6) How Frequent Should Fee Determination Be? TFee determination is more

Ml T et e gl 15 TTR T

<,4—
e 3
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than a method of disbursing payment to a contractor. Its manageriai in-

oo

-

tention is to capture the contractor's attention and provide feedback on
vital features of performance. In other words, it is intended to influeace

rerformance. To be useful, this feedback needs to he:

.
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—unambiguously associated with a performance parameter over

which influence is sought,

- . ~—tinely, so that perforwmance adjustments can be made before it
is too late, and
--frequent, to allow fine tuning, so to say, of performance programs.
Thus, subject to practical feasibility, award fee determination should
be frequent (e.g. quarterly) and, ideally, coordinated to the contractor's

accounting schedules; performance evaluations should be still more

frequent
(e.g. monthly). In fact, it remains unclear whether it is the fee awarded
the contractor or the performance evaluation, per se, which is the primary

mwotivational factor. For practical reasons as well as theoretical ones

this {8 an important question for research (consider, for instance, the

relevance of the matter to selection of the FDO).

That I should end this discussion of award fee concepts and methods

with a suggestion for research is appropriate. The general case for the

award fee as an acqulsition strategy is persuasive enough, I think; but,

as I mentioned at the beginning, it has been too little studied. There

4 :
) are many questions about it and its methods of implementation that research

could resolve. 1've noted some of them, but there are others which
P skeptical reflection would disclose, especlally among the complex propo- )

i sitiona I offered as award fee "hallmarks."
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AN AIR FORCE SYSTEMS COMMAND AWARD FEE SCENARIO

This scenario depicts the general pattern of award fee application
in the AFSC. 1t was constructed on the basis of reviews of award fece
plans and related docuaents for some 15 AFSC programs, plus interviews
with 35 Air Force technical and procurement people from these programs
(and related offices). In addition, one meeting of an award review

board was witnessed, and a variety of other pertinent documents examined.

General
Most, if not all, applications of the sward fee in the AFSC reflect

a traditional concept of the method. CPAF is usually scen as fitting

"between CPFF and CPIF." A typical policy statement on the awerd fee
describes 1its purposes as motivating superior contractor performance,
rewarding effective contractor management, and inducing high rates of
communication between program offices and top contractor management.33
In the main, policy holds the award fee to be inapplicable any time

a program can be assessed "objectively” in its entirety; and conversion
of CPAF to CPIF (or FPIF) 1s favored wheunever a point of "definition"
is reached which "allows" it.

In addition to CPAF-type contracts, AFSC policy encourages use of
CPIF/AF (or CPAF/IF, depending on which incentive structure predominates),
and also FFP/AF contracts (FPI/AF are used as well). In these mixed
incentive arrangements (expressly authorized by DAR 3-405.5[h]) it

is zesumed that predetermined ("objective') incentives will be epplied

33CF. Hq. AFSC/PMPS "Guide to Award Fee'" (Dec. 1977); SAMSO/RS
01 70-5.
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to cost, and award fee provisions applied to performance/schedule or other

factors, including managenient.

Some AFSC policy statements declare the award fee to be inappropriate

for subcontracting, although it has been used for that purpose. The A-10
aircraft program mandated sward fee for major subs, and established

separate award fee pools and evaluations.
Payload Integration Contract, (STS-PIC), noted the possibility of using

award fee for subcontracts, provided that the fee was derived from the

prime contractor award fee pool.

Avard Tee Planning.

In order to implement the award fee contractually
a sultable clause must be placed In the contract as a special provision.
This clause will include description of general areas of evaluation,
dollar amounts available as award fee, evaluation periods, and identity
of the fee deiemining official, as well as certain other details (such

34
as exclusion of fee determining from appeal).

In additicn to the award fee contract clause, a more detailed Award
Fee Plan must Ee written prior to initiation of contract performance.
This plan, which will be the focus of the discussion here, is primarily
the responusibility of the concerned program office, although input to

o’ g -
it £rom other sources {DCAS, cic.

~ emm . . |
) is vecommended.

¥ingl approval of the Award Fee Plan by the fee determining official

i1s required before its implementation; and various provisions exist for
prior review at Command or higher levels (major programs, fcr example,

vequire coordination at Alr Staff).35 As a feature of acquisition

3l’Cf. Hg. AFSC/PMPS "A Guide to Award Fee" (Dec. 1977); Hq. USAF/CAP
“Concept Paper' (Mar. 1977).

35Cf. DAR 3-405.5(h) AF Suppl. 17 June 1977; DAR 3-405.5(e) AFSC
Suppl. 24 March 1978; and other DAR Command/Division Supplements (e.g.
ASD DAR Suppl. 22 June 1979).
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strategy development, these reviews seek to ensure (prior to release of
RFPs): (1) the suitability of the plan and its consistency with existing
Air Force policy; (2) its compliance with the DAR and other pertinent reg-
ulations (e.g. DOD Directives 5000.1 and 5000.2);: and, for major programs,
(3) that award fee determination can be organlzed at an Air Force secre-
tarial-level, if that seems desirable.

The need for appropriate variation in award fee planning is generally

recognized in the AFSC by stressing the need to tailor evaluaticn methods
and standards to individual programs; and, in fact, the details of actual
eward fee plans do exhibit substantial variation across AFSC programs and
functional organizations. A tendency toward procedural standardization
is evident within these organizations, however, up to and ircluding use
of a common predefined award fee review board in SAMTEC (justified there
as being in the interest of exercising "strong internal control” over the
award fee process). As a result, Award Fee Plans for programs within
AFSC functional organizations are apt to be similar procedurally, but
significant differences may exist when these plans are compared with
programs of other functional organizations (e.g. SAMSO vs. ASD, SAMSO/RS
v8. SAMSO/YE, etc.).

More generally, the flexibility of the award fee method is commonly
emphasized in the AFSC, and encouragement is given to changing plans as
conditions change over the course of a program.

AY

A typical Award Fee Plan consists of ten elementa (an illustrative

face sheet or outline for an Award Fee Plan can be found in Appendix A)36:
(1) & foreward containing: 1. citations of relevant authority for

the plau (DAR, etc.), 1i. a brief statement of a functional rationale

30:¢, also AFSC DAR Supplement 3-405.5(c)(5) 24 March 1978.
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for the plan, and perhaps iiil. other comments relevant to the organl-

zation's acquisition philosophy:

(2) Adentification (by office) of a Fee Determining Qfficial (FDO);

(3) description of an award fee organization (referred to in the
AFSC/PMPS "Guide" as an "Evaluatinn Team'") and the duties of its
menmbers;

(4) identification (by office) of a chairperson and members of

an Award Review Board (ARB), which may be known by varicus other names

(e.g. Award Fee Evaluation Board, Performance Evaluation Board, etc.);

(5) specification of a set of factors describing the areas of
perfcrmance on which the contractor will be evaluated;

(6) specificstion of the time periods when performance evalua-
tions will be ccmpleted;

(7) allocations of specific fractions of the total award fee
dollars to these time periods;

(8) specification of procedures for accomplishing contractor
evaluations and award fee determination;

(9) description of the data to be used in these evaluvations and

fee determination; and

(10) description of other provisions for interim contractor

performance review, feedback of evaluations to the contractor, and
contractor response to such evaluations.

These ten slements may be tsken as defining two functicnal award
fee subplans: one & plan for evaluating contractor performance (an
Evaluation Plan) and another for awarding fee on the basis of this
evaluation (a Fee Determination Plan). 1 shall discvss these plans

separately even though, in practice, they are not differentiated.

~
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The Evaluation Plan

In AFSC, as by most other users of the award fee, it is commonly
advised that initial evaluation plans and measurement systems be
developed in the office issuing the award fee requirement, with
assistance from the PCO and possibly others, and that these plans be
completed prior to release of a solicltation. Indeed, it has been
suggested that awvard fee plans be included in RFPs and that their
details constitute negotiable features of any resulting contract. This
1s not a widespread practice, however, 1f, indeed, it exists at all
in the AFSC. But, in any case, RFPs must indicate that an award fee
provision will be included in any resulting contract; and they must also
say something about vhat the award fee will cover, and specify the FDO's
organization,

Timely (e.g. within 30-60 days from contract award) and careful

briefing of the award fee plan (with hard copies) to the contractor is

viewed in AFSC and elsewhere as essential to assure contractor under-
standing of it. It is usually recommended thst this briefing include
an "outline” of the evaluation system tc be used. Practice varies
with respect ¢o just how much officilal information a contractor
may be given. It ranges from a bare minimum to virtually the entire
plan. In most cases, for instance, the contractor ig told the relative
weights placed on the different performance features that will be used
for hie evaluation. But sometimes he is not given this informaticn; and
other times he is given the absolute weights.

Sometimes the contractor is told who the individuals are who wiil
evaluate him, along with their areas of expertise, but mostly he is

not, It 1s common practice, however, for the contractor to be told

e st ot s it e
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The Evaluation Plan

In AFSC, as by most other users of the award fee, it is commonly
advised that initial evaluation plans and measurement systems be
developed in the office issuing the award fee requirement, with
asgistance from the PCO and possibly others, and that these plans be
compieted prior to release of a solicitation. Indeed, it has been
suggested that award fee plans be included in RFPs ard that their
details constitute negotiable features of any resulting contract. This
i8 not a wideopread practice, however, if, indeed, it exists at all
in the AFSC. But, in any case, RFPs must indicate that an award fee
provision will be included in any resulting contract; and they must also
say something about what the award fee will cover, and specify the FDO's
organization.

Timely (e.g. within 30-60 days from contract award) and careful

briefing of the award fee plan (with hard copies) to the contractor is

viewed in AFSC and elsewhere zs essential to assure contractor under—
8£anding of it. It 1is usually recommended that this briefing include
an "outline" of the evaluation system to be used. Practice varies
with respect to just how much official information a contractor
may be given. It ranges from a bare minimum to virtually the entire
plan. In most cases, for instance, the contractor ls told the relative
weights placed on the different performance features that will be used
for his evaluation. But sometimes he is not given this Information; and
other times he is given the absolute weights.

Sometimes the contractor is told who the individuals are who will
evaluate him, along with their areas of expertise, but mostly he 1is

not. It is common practice, however, for the contractor to be told

[

. XA W Ser ;G or

- LN A e - Com
S i el

e e anamime e s .



e e et w i o1 N~ s aipr? + o

—r ———

. e ———

. a e

e s - -

e ~md e .

80

the Air Forcc program organizations which will monitor him (and he
rather quickly finds out who in those organizations is doing it).

Basic responsibility for award fee planning and management rests

with the SPO/Project Officer. More specifically, it resides in what
has been aptly termed an "Office of Priuncipal Responsibility," defined
ag those offices in the SPO and Irocurement directly responsible for
contractor performance of given tasks.

Award Fee Evaluation Plans, which, in AFSC, vary greatly in their

. degree of detaill, consist of three major features: (1) specification

of a set of factors and standards with respect to which the contractor

will be evaluated; (2) specification of an organization for conducting

evaluations (and fee determination); and (3) specification of processes
and management procedures for evaluation (and fee determination).

Evaluailun Tactors: Often referred to rather cacually as

evaluatrion factors are features of performance on which contractor
evaluation and eventual fee determination will be based. These "targets
are necessarily tailored to the provisions and objectives of a given
contract. They are usually divided into general areas of contractor
responsibility which will be focl of award fee evaluation, and more
specifis sub-areas, caregories, activities or items by which those
responsibilities are implemented.

Evaluation areay generally focus on rather broad functions such as

management o s.contractors (or simply, management), problem solving,

P O T TS,

responsiveness to program direction, ard other "management" or “relation-

ship" facrors as well as on more usual technical performance quality,

gchedule, and cest features. For example, the DOD STS-PIC evaluation

lan identified "Understanding of Program Requirements" as one evaiuation
P
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. area. Within this area it specifically identified the items "implementa-
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tion of program tasks" and "support at software working group meetings"

_ for assessment,

they indicate expectations about contractor performance,

Evaluation factors vary substantially in the specificity with which
-~ They range
i
:

from broad prescriptions such as "maintains contact with participating

and associate contractors and agencies to coordinate activities" (an

' item within an area identified as "Test Program Mamagement") to nore

‘ specific ones like "test ond failure reports exceed CDRL requirements."

i The factors also vary somewhat in their subjectivity. One such

: as "prepares and submits test plans and procedures in accordance with

CDRL" is relatively non-subjective; while "test plans are viabie living
documents that provide the basic management tool for the test program"

R

is more subjective,

Evaluation factors (areas and items) are universally ranked to

reflect the importance actached to them by the AFSC program office.

i Using one-égwénother method to do 1t, these rankings are expressed as

i _ a percentage weight Indicating the number of award fee dollars from the
total. potential award fee pool associated with each evaluation factor.

Ceriain policy sources recommend that no weighting be less than 10X,

As far as evaluation areas are concerned this dictum is well-hcnored

e s T — R § P WO

in practice; but, when welgnts are applied to items within areas, many

) of them carry less than 10% of the total (cf. SAMSO 70-, Draft Award

Fee Guide, March 1979).

Ordinarily weights are a priori and judgmentally determined. On

TIPI/MAGIS, however, tney were empirical,

T _p. R e T

"The engineering man-months of each Task are summed and the

ratio of the individual Task man-months to the total man-months
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is determined. Thesec ratios are the weighting factovs for each

Task. The numerical weightings are each multiplied by the
weilghting factors, and the results summcd for each category
(Completeness, Technical Quality, and Technical Management),

to give a total weighted numerical rating for each category”

* (ESD, TIPI/MAGIS-S1C, Award Fee Evaluation Flan, 1 Oct, 77,
p- 12, Step 9).

In addition to areas and items, a third kind of more concrete

performance factor is often encountered in AFSC award tee plans.

These may properly be called criteria. Multiple performance criteria

are typically organized to reflect groupings of increasingly demanding
! performance expectations fsee Appendix B-l). The extent to which the
contractor meets these expectations, ox performs effectively on the

" i = functions specified (e.g. "completion of tasks without prodding") then

serves as a criterien for awarding an adjective rating (excellent, good,

ctc.) to the performance of the evaluatioun item and, ultimately, the

larger evaluation area (cf. SAMTEC matrix, Appendix B-2).

Variability exists in the use of a three-~level hierarchy of evalu-

ation factors (i.e., areas, items, criteria). On occasion it is

collapsed to two levels; in cffect, items become criteria (an example

may be found in Appendix B-3). Other times a two-level structure is

uged with some additional guidance on things to consider when making

judgments. And sometimes it isn't completely clear what criteria are

L e ——— R < ———

being used to derive ratings.

Much concern exists over the relilability of subjective ratings

in the award fee method. AF © policy guidance therefore discourages

‘ using a large numbetv of complex cl:ments in award fee evaluation/
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measurement plans. It is regularly suggested that the number of

award fee evsluation factors be held to a minimum (no more than five,

accerding to one SAMSO policy statement). In practice, three to six

areas and bhetween six and twenty items are normal. In addition, policy

often stresses the use of "output™ rather than "input" standards for
evaluation, and encourages using "objective" measures of output (and
} "historical standards'), when they are avallable, as a “basis for over-
all subjective evaluation of efficiency" (SAMSO 70—, March 1979).
Finally, in many AFSC policy statements maintenance of the inte-
) grity of the award fee evaluation system is specifically stressed in

order to guarantee checks and balances that will result in fair evalu-

ations.

Award Fee Organization.

The award fee orgenization is ideally developed

as part of an Acquisition Plan. It includes, at minimum, an FDO, (Fee

Determination Official), an Award Fee Review Board (sud Chairman), and

a group of performance Monitors to do the initial task- (or item-) level

evaluations of the contractor. (An exemplary award fee organization may

be found depicted in Appendix C.) Suggestions have been made that the

. FDQ be at least a level higher than the Program Manager, znd that the

level of Source Selection Authority be considered as a guide when
s

proposing an award fee organization. It is also implied that the organ~

_ ization level may vary with the magnitude (fee dollars) or importance
) ~

of a program, as, of course, it has historically.

Policy guldance in AFSC on the level of this organization is fairly

] clear: delegation of FDO authority to the Commander of the '"Product

‘ Division" involved (e.g. ASD) is to be requeated in all cases (cf.

: . » aram e e - e .
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AFSC/PMPS, "Guide," Dec. 77). Acquisition plans from program offices
calling for award fee provisions (like any other acquisition plans) are
reviewed by the USAF Directorate of Contracting and Acquisition Policy.
among other things, for the level of the award fee organization--
specifically, whether or not it should be at a Secretarial-level,
(Preference there tends to be for a Secretarial-level award fec orpaniza-
tion, about which more will be said later.)

In any event, in AFSC the Commander of the buying Division commonly
is cstablished as FDO. (He usually declegates the role to the Vice
Commander or a Leputy.) Within the AFSC field division, the Chairman
cf the ARB is usually at the Deputy level; or, if the Deputy is FDO, the
ARB chair will usually be the Program Manager (e.g. UPT-IFS). Generally
speaking, and notwithstanding SAMTEC's standard ARB, there is a disposi-

tion throughout AFSC to hold the effective level of the award fee organ-

ization as low as possible.37

In the award fee organization, the ¥DO, in addition to approving
award fee plans and appointing ARB members, reviews ARB evaluations and
reconmendations regarding contractor performance. The FDO, of course,
makes final awards of fee (see below) and notifies the contractor of
thése. The FDO (or the ARB Chairperson, on FDO authority) also

authorizes release to contractors of information about interim and final

evaluations (or other information).

37In Section III ('Lessons Learned") of the AFSC/PMPS "Guide," for

instance, it says: 'Membership of the Award Fee Evaluation Board (AFEB)
and the FDO should be kept ar the lowest practical level” (P. 7, item I).

Other "guldance" may be found in AFSC DAR Suppl. 3-405.5 24 March 1978,
and in Divisional Supplements.
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The ARB 1s managerially tte most important unit of the award fee
organization. Its members are responsible for developing award fee
plans for ¥DO approval prior to each evaluation period following the
first (including realliocations of remaining fee, of which reallocations,
if any, contractors must be advised in advance). They also are
responsible for within-period oversight of contractor performance as
well as for its period-end evaluation, of course. In these evaluations
they are encouraged to consider a wide range of inputs (for the sake
of {impartiality as well as comprehensiveness); and, by majority vote,
they may prescribe weightings for the different contractor performance

factors on which evaluation (and fee) recommendations will be based.

In AFSC, Board membership normaily inciudes a Recorder/Secreiary

in addition to techmical, contracts and other persons {(e.g. judge
advocate) who are vesponsible for or are interested in different
aspects of contractor performance on a particular program.

As mentioned, ARB membership is nominally a matter for FDO
decision--perhaps on recommendation of the designated ARB chairperson
or S5FO Direcivr ur Program Manager {if these are a
But policy formulations oftentimes have the effect of largely prescribing

the membership of the ARB (e.g., in SAMSC and certainly SAMIEC).

The Boafd may include outside "advisors" to assist in its delib-
erations. Certain ESD programs, for instance, include MITRE Corp.
personnel as third-party technical consultants to their ARB. In any 3
case, a Chairperson, prescribed by policy or appointed ad hoc by the :
FDO, presides over the ARB, !

The ARB Chairperson cchedules meetings of the ARB, prepares any 3

briefings and presentations on behalf of the Board (e.g. to the ¥DO),

1ssues formal letters to contractors when improvements in performance
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are needed, and ensures completeness and impartiality in e¢valuations of
contractor performance. Certain functions of the ARB Chairperson may
be delegated, but it is generally expected in AFSC that briefings to
the FDO (see below) will be done In persen by the ARB Chair, who
generally has at least some discretion in the ARB recommendations made
to the FDO. The ARB Chaivrperson is responsibhle for selécting performance
evaluaticn factors and for assigning organizations or individuals to
monitor them. The functions of these Monitors will be discussed shortly,

after mention of a final ARB functionary, the Recorder.

The ARB Recorder is essentially an executive secretary to the ARB,
Normally a nonvoting member of the Board, the Recorder is respounsible
for timely coordination of Monitor input to the ARB/FDO and therefore
is sometimes called a Coordinator. Recorders are also responsible
for acjuilsition of award fee inouts from other pertinent sources (e.g.
u~or organlzations, DCAS, etec.), and for organizing briefings to the
ARB. The ARB Recorder is expected to be familiar with all award fee
regulations, policles, manuals, and other relevant directives or guildes,
and to ensure ARB compliance with them. On occasion, say in smaller
programs (e.g. TACC-AUTO), the Recorder may have a direct role in
supervising Monitors, devising evaluation procedures, and even communi-
cating with the contractor. In these cases the Recorder will ordinarily

hold a pruject management position. Finally, the Recorder is responsible

8
for dociumenting ARB meetings.3

38A current AFSC contract for Operation of the Arnold Engineering

Development Center (no. F40600-77-C-0003) handles the "recorder function”
institutionally, establishing the AEDC Directorate of Contracting as a
"Secretariat" te the ARB.




. Evaluation Monitors are drawn from among the government managers

and project officers below the Program Manager who have direct {task-

level) day-to-day oversight responsibility for contractor operations.

- In smaller AFSC programs certain of these monitors may also be ARB

members. In the award fee organization they are assigned to monitor
1]
and evaluate contractor performance with respect to particular evaluation

factors. Tor more complex efforts (e.g. Space Trans-Ground Support)
H

{ iwo levels of monitors are sometimes used, one representing functional

; - categorles of contractor performance, and the other representing

organizations responsible for more specific contractor activities. The =

. latter provide periodic inputs of day-to-day contractor performance

to the former who, in turm, consolidate their inputs for the Program

ger and ARR, In =2ddition to direct chservatisn of con

- activity, Monitors cormonly receive input about specific elements of = |

contractor performance from designated rechnical or other personnel

"in the field" at working levels. The NAVSTAR/GPS monitoring process

is a typical one. It runs this way:

¥ (1> as part of regular project management, Monitors receive
| .4
{ . daily "activity/status/problen" reports from the field:;
i -

(2)

the Monitors present these gs a composite at weekly project
. .

Vs mectings, where they are discussed and revised if needed;

C e r— g 8 U

5 . (3) at the end of the award fee period, Monitors provide to a
Coordinator summary reports which include statements on the
¥
{

strengths and weaknesses of contractor performance during

4 the period, the relative importance of those strengths and

LS
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weaknesses, and recommended percentage scores reflecting

their subjective judgment of performance quality on given
factors; and

(4)

the Coordinator integrates the separate Monitor reports

inte a summary for the Program Manager for briefing to

the ARB.

Monitors are admonished to maintain {nformal but comprechensive

and detailed records on contractor performance in their area(s) of

responsibility, and to be prepared to provide the FDO, ARB Chairperson

3¢
or Recorder with needed information on requuest. They are also expected

to work closely with and assist the Prograr Manager in developing
contractor evaluations and briefing the ARB,

The Piogram Manager.

A few AFSC award fee plans name the Program

Manager as ARB Chairperson. Most often, bowever, he/she 1s strictly

speaking not a member of tue award fee ovrganization. In either case

the Program Manager plavs a crucial role in the evaluation (and fee

determination) process. 1lu the fiist place the Program Manager has

the importarnt tole of developing award fee plans, Including identification
of performance evaluation factors, relative weights (initially), and

final specific weights; and he/she, of course, 1s the principal

manager of those plans. He/she commonly selects and assigns evaluation

Monitors and, 1in any case, supervises them. Regular npeetings (mouthly

or more often) of the Monftors with the Program Manager occur to

review contractor and general program performance. 7The Program

39

Monitors'

files are tfor "Official Use Onlv" and not for circu-
lation.
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Manager is also responsible for briefings to the ARB. Various different
individuals may participate in these briefings (Monitors, Contractor,

i . and others, in addition to or instead of the Program Manager); but it

is expected that the ARB briefing first will have been dry-run with the

. Program Manager, and that his/her overall evaluation of contractor
t

performance will be included in the briefing, where it receives special

] ) notice. One AFSC program award fee plan (AWACS) specifically identifies
13

o . the Air Force Program Manager as the 'prime source of information to

the Evaluation Board" (and hence to the FDO), which is surely always
. true whether or not it 1s so expressly stated.

AwardﬁFee Evaluation Process.

The award fee evaluation process begius,
' of course, with task level assessments of contractor performance by

i o Monitors. Assessments by the several Monitors are consolidated,
|

combined with other input (e.g.

from the contractor, DCAS, program
manager, etc.) and presented as a briefing to the Award Review Board.

The Board considers this iInformation, together with any other which its

-~
]

individual members may contributefo and arrives at a flnal evaluation

of contractor performance. It uses this evaluation to gener-ate a

recommendation to the FDO of fee award (in dollars) to the -ontractor

(see below).

e ——— g

r The typical award fee evaluation process can be schematized as

i -
i ! follows:

4OCollectively, this multi-form/multi-source information definex

the data for contractor performance evaluation and fee determination.
It is, of course, supplemented by back-up "dats" in the files of
Monitors and, perhaps, others.

| o , e e
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lcontractor

. ' Final Evaluation/Fee Award
'5

. R o/
Program Manager Reviews Inputs/Evaluatces

/ Recormeuds
Fee (Plans Next Period)

ARB Fecorder

1
[ Contractor [Monirors ] | DCAS, etc. ] Assess Strong/

Weak Points

Consolidates Inputs/Briefings

Evaluatigﬂ Monttors

are assigned specific arcas of contractor
activity within their rorva. range of oversight responsibility (e.g.

flight test operaticns). They are usually instructed to "uotz those

instances 1n which the contractor's performance is N5

- —_— -1 3 _ 3 “ T
CONnS Ui ' Ly Ot

more or less than satisfactery,” and to document happenings which

"demonstrate the contractor's day-to-<day performance of the contract

objectives." Carcful demonsiration is emphasized. Monitors are

advised to "maintain an infermal wreitten record of the contractor's

performance in their area/ar=as of responsibility." It is expected

that this {ile will include memoranda of conversationns e

Moy
ne, e

telephone communications aad other 1nformal material relevant to the

evaluation as well as mora {formal items such as reports or coples of

correspondence. 1t {is further vxpected that the Monitors will retain

these files for a reasonuble perled of time as a basis for justifying

or explalving contracto: cvaluations co the Program Manager and ARB/

FDO.

Monitors and program manapers are expected to hold regular

nectings (weekly, (& advised, with written monthly "status" reports)

Lo e b g
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to review contractor performance, both generally and with regard to the
award fee plan (see Appendix D for iliustrative material). Occasicnally,
meetings of Monitors and the ARB Chairperson (if this person is not the
Program Manager, which 1is most often the case) may be held during the
award fee period (in one case, trimesterly, when the evaluation period
was 12 months long) to determine any need for formal "discrepancy

reports' to the contractor.

In preparing reports for the ARB (whether interim or period-end),

Monitors draw upon their individual files to prepare a list of specific
"strong'" and "weak" points of contractor performance in the area(s)

of their respoasibilicy. They may also be encouraged to comment on
areas outslide their primary responsibility and to draw on other sources,
too, in order "to outline a complete picture of contractor performance."
It is customary that each strong and weak point be weighted for its
importance. Most usual is a system of asterisks (see Appendix D)

(k%% K%k *) gignifying the Moniter's judgment of the magnitude of impact
on program/project objectives (e.g. high, medium, low). Sometimes (cf.
SAMSO/RS, OI 70-5, 14 Feb. 78) distinctions are made between task-level
impacts (***) and program-level impacts (***),

In addition, Monitors are normally asked to judge the extent to which
the performance item for which they are responsible has been accomplished.
For this purpose, each item (e.g. "subcantractor management”) has associated
with it a set of criteria (e.g. “vigorously monitors subcontractor cost
and schedule performance," plus others). These are grouped into subsets
of increasingly ''demanding' standards (increasing between subsets, not
necessarily within them), defining (usually) three levels of performance
on the item:

good, very good, and excellent, with an "unsatisfactory"

catepgory anchuring the scale. Each criterion 1s greded on a three-point

e v e
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scale expressed as - = did not meet the criterion, y/ = did meet the
criterion, + = exceeded the criterion (plus, perhaps, O = not observed
or inapplicable). "Substantial attainment” of all items in the "good"
category must precede cunsideration of any itema in higher-level categories
(ece Appendix B-1 for an illustration).41

For each item, Monitors prepare written evaluation reports (see
Appendix E) and, taking into account the degree to which objectives wer=
met and the importance of contractor strengths and weaknesses, assigns
a score for the item. This score 1is generally a percentage grade, which
is esgentially a rating on a subjective 0-100% scale (e.g. 80%). To
obtain it, within a category (good, very good, etc.) the number of
criteria "substantialily" attained, or the "degree attained" is used to
estimate a percentage rating for each performance area/item and perhaps
a color code to draw attention to the quality of contractor performance
(see Appendix E). Scmetimes this procedure may be inverted: a percentage
rating is made first and the adjective rating from it found by consulting
a table (see Appendix E). In such cases what have been described here as
criteria tend to reduce to guildelines for ratings.

The grading systems in use throughout the AFSC vary to some considerable

extent, Most often they range from "unsatisfactory"’ through “good” and
"very good" to "excellent," but some others are (or have been) in use;
for example: unsatisfactory, marginal, adequate, good, superlor, satis-
factory, standard, above standard, extraordinary; poor, fair, good, very

2
good, superilor; and others, too.4 Still more variable are the percentage

41
This system seeks to cstablich an approximation to what psychome-
tricians call a Guttman scale wherein ratings subsume any criteria lower
in the scale.

42
In at least one case (Space Trans-Ground Support) where scoring

was "unsatisfactory, marginal, satisfactery, pocoti, very good, excellent,"
only the last three categories were used tor the award fee determinatilon.
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ratings that serve as criteria defining (or defined by) the adjective

ratings. For example, the following table shows the percentage criteria

for assigning adjective perfornance ratings in four AFSC organizations.

A B c D
excellent 91-100 86--100 61-100 86-100
very guod 76-90 51-85 31-60 56-85
good 51-75 01-50 00-30 21-55
unsatisfactory 01-50 00 00 00-20

All other things equal, it is apparent frow this table that the meaning
(definition) of an adjective rating of contractor performance is
different across these organizations.

Monitors' reports, including recommendations for changes in the
Evaluation Plan, for which standard forms sometimes ave provided

(see Appendix E), are reviewed by the Program Manager and incorporated

into a briefing package which is submitted to the ARB Recorder who

collates these reports with other inputs for distribution to the ARB
prior to the briefing. Some time period is usually prescribed for
completion of these reports (e.g., 5-10 days from period-end), and
for distribution to the ARB (24 hours in advance of briefing).
Briefings to the ARB usually are done by the Program Manager (and
others he/she may name). They customarily include a syropsis of the
progran and contract and of the award fee plan in use. The briefing
ordinarily i{dentifies the evaluation Monitors and reviews any intra-
neriod actions regarding contractor performance (e.g. interim evaluations).
It will also include recommended weightings for evaluation areas/items.
Thug, In the AFSC, ARB briefings are prcgram status reviews as well as

fee determination exercilses (see Appendix G for one summary briefing

[ X SR T " TP SRy - e M
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format). The briefings involve presentation of Monitors' reports, the
Program Manager's appraisal of overall contractor performance, inform-
ation from other government sources, and, perbaps, a physical briefing
by the contractor. ILf the latter is not an ARB briefing event, contractor
input, if any, (in some cases contractor input is by request ouly) will
be in writing, via the PCO or Program Manager, or direct to the ARB
Chairperson. -

During the briefing, the ARB reviews proposed area/item weights
and confirms or revises these by majority vote. It then reviews and
perhaps revises (by voting) the proposed percentage grades to contractors
on the evaluation arcas/items and attaches appropriate color codes to
them--blue or green signifying "excellent" performance, "Red" unsatis-
factory performance, and so forth. The weighted percentages then are
averaged or otherwise aggregated to obtain an overall color coded score
(see Appendix H), and a recommended fee award. Finaily, the ARB will
cunsider and recommend any changes in the award fee plan for the rexrt

evaluation period.

The frequency of formal evaluation of contractor performance is

variable, although policy guidance suggests that it not be less than
guarte§11,43 (These evaluations may not all be for the purpose of fee
determination, see below). AFSC policy guidance also recommends frequent
informal review of the contractor by Monitors and the Program Manager or

designee, and informal interim communication with the contractor as needed.

43For the A-10 program, which involved only one award fee ﬁeriod,

based primarily on assessment of "logistic effects" by a complex cost
model, formal quarterly revicws were done of contractor performance on
so-called "secondary" factors (management, ete,).
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Formal progress (or "discrepancy") reports to the contractor by letter
may also be issued during the evaluation period, at the discretion of
the ARB Chairman. The contractor is expected to provide 2 timely

response to any such reports, including plans for improvements in any

areas needing it.

The Fee Determination Plan

Basically, award fee methodoleogy provides for an award of fee
{within contractual limits) to a contractor based on the judgment (not
subject to Disputes) of the FDG. In arriving at this judgment--which
is communicated to the contractor by letter and (usually) briefing by
the Program Manager——the FDO is expected to review the recommendation

of the ARB given in a briefing by its Chairman, the form and content of

which the FDO may specify, and consider "all appropriate data." Allowance

has very occasicually been made in AFSC for giving the contractor summaries

of ARB award fee evaluations prior to fee determination and then allowing
‘contractor "comments" for the benefit of the FDO. But, in the final
analysis, it is the discretionary judgment of the FDO which determines
the fee awarded the contractor. (Should the FDO award a fee other than
that recommernded by the AKB, however, he/she is expected to provide a
rationagle for it, with documentation, to the ARB.AA)

The magnitude of fee award is naturally variable. Ome view on the
appropriate size of fee is that it "“need only bte large enough to distress
contractor top management if not eamed."“5 However that may be, fee is

obviously a matter for careful attention in developing an overall Award

44Cf. Hq. AFSC/PMPS "Guide to Award Fee' Dec. 1977, p. 5.

4SHq. USA¥/CAP "Concept Paper" 16 March 1977, p. 4.
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Fee Plan. AFSC policy directives enccurage that, when developing a
fee (or contractor compe-sation) plan, consideration be given to the
contractor's past performance, resources, jinvestment, and other attributes
as well as to the complexity of the task although, following-DAR 3-405.5(c)

1 July 1976, DOD Weighted Guidelines are not formally used. Consistent

with DAR limitations, AFSC planning practice orients to norms of an award
fee of about 7% on a base fee get at 3% (base fees of 2% or even zero are

not unknown, however). Normally, there are no provisicns for downvard

adjustments of fee--i.e, the award fee plan is a reward-oaly system. In

theory, at least, actual fee awards may equal zero, although they seldom

do.46

Air Force policy tends to be emphatic about awarding no fee for

47
"submarginal, marginal,"” or even "satisfactory'" contractor performance.

The thinking here 15 that the inteat of the award {ee is to motivate

and reward only superior performance., This injunction sometimes goes

unheeded, however, and in any case is qualified with respect to CPAF
contracts. Because the DAR (3-405.5[d]) restrict base fee under such
contracts to a maximum of 3% (aud that really only to cover unallowed costs),
policy suggests that the FDO sometimes award "some" fee for merely

"eatisfactory'" performance. But, under other contractusl arrangements

(e.g. CPIF/AF), where award fee is additive to usual negotiated incentive

46The programs selected for study in this research exhibited actual
fee awards ranging from 0 to 100%, Their unweighted mean was about 66%,
and their mean weighted by program, to accommodate differences in the
number of awards, was about 72%. Program-specific mean awards ranged

from a low of 48% to a high of 93%Z. Program-specific mean awards were
mostly in the mid-70s,

47ASPR 3-405.5(1) 1 July 1976 caused some confusion on this point

by seeming to authorize fee for submarginal performance; see AFSC ASPR

Suppl. 3-405.5 24 March 1978 und AFSC/PMP Letter 8/17/77 clarifying
the point.
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feeg, the general AFSC policy is: '"To merit award fee, the contractor
must exceed normally expected performance for those areas to which the
award fee appl:i.es."l'8

Except to say, for instance, that fee should be determined "at a
point in time late enough in contract performance so as to be based
upon performance, but early enough to influence remaining perfox:umnce,""9
Alr Force policy is essentially silent on the question of number and
duration of award fee periods, although a milestone basis for structuring

them is common and widely endorsed (see Appendix H for an example).so

Policy is likewise silent on the subject of allocating the award fee

over evagluation periods, except to say that generally there should be

no rolling forward of unearned fee from one period to the next.51 Award

fee plans do exist which allow fee to be carried forward (e.g. TACC-Auto
Contract No. F19628-74-C-0033); and fee adjustments are, of course, common

if certain program milestones do not occur, thereby precluding evaluatien.

ASUPT~IFS, however, provides for fee award up to 50% for no better

the "standard" performance. And a recent draft SAMTEC Operation Instruc-
tion, following DAR AFSC Suppl. 3-405.5 24 March 1978, provides that
submarginal performance in certain areas does not necessarily preclude
fee if overall "total weighted rating is 'good' or higher;" although

no points tcward fee are awarded for submarginal performance.

éguSAF/CAP "Concept Paper" 16 March 1977, p. 4.

50It is worth noting again that the freqerency of contractor evalu-

ation and of fee determination need niot be the same, Award fee determin-
ation periods may encompass multiple intra-period contractor evaluations,
and they usuvally do.

51Cf. AFSC/PMPS "Guide." DAR 3-405.5 is mute on this point. AFSC
DAR Suppl. 3-405.5(d,2) 24 March 1978 observes that, although not
prohibited by regulations, "the Air Force has generally opted in
favor of an award fee provision which does not carry-forward unearned
fee for possible award in subsequent evaluation periode.” It goes
on to say, however, that occasions may arise when a carry-forward
provision would be effective "as an incentive for au extraordinary
action or performance by the contractour."”
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No specific AFSC norm on allocation of fee by period exists nor,
probably, can onc; but a general AFSC policy-by-practice appears to
exist in a custom of allocating relatively larger fractioms of the
award fee to later periods than to earlier ones. This is not a
universal custom and cases can be found where fee has been "f;Pnt—
end loaded."

In more particular matters of the timing of awards, heavy emphases
is put on timeliness of evaluation and award in order to "maintain
the award fee incentive."52 AFSC policy commonly recommends completion
of evaluations within three weeks of a milestone or orher reriod-end
marker, and fee awards within four to six weeks, with appropriate
contract modification (to reflect fee awarded) within, =say, 30 days
thereafter,

A contractor may invoice for base fee, if any is provided, on
a monthly or more frequent basis. In addition, DAR 3-405.5(e)

1 July 1976 appears to allow pericdic partial payment of the award fee,
possibly based on anticipations of likely FDO award derived from

interim performance evaluations. No AFSC contract with this arrangement
was observed, but it does not appear to be proscribed by either regulation

or formal policy and some other government organizations have done it.

Summary
Empirically, patterns of award fee applications in the AFSC generally
stay within traditional bounds. Undertaken from a perspective stressing
contractor compensation more than program management, award fee is mostly

viewed simply as an alternative contract-type, intermediate hetween CPIF

and CPFF.

r-2 n T
PCUSAF/CAP "Coucept Paper™ 16 March 1977.
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Evaluation plans, while variable in detail, commonly identify two

or three levels of performance factors on which to base contractor evalu-
ation. TFectors normally are weighted for importance and orient to out-
put rather than input (or process). Concern about subjectivity in award
fee evaluation regularly stimulates attempts at "objectification' of
avaluation standards and procedures.

AFSC policy seeks to establish award fee organization "at the lowest

practical level,”" Unless otherwise mandated by higher Air Force authority,
typilcally an ofiicer below the commander of the Air Force buying Division
will act as Fee Determining Official (FDO). Award Review Boards (ARB)
are likely to be chaired by a Deputy for a buying organization within

the Division or by & SPC Director, Program Manager, or other comparable
afficer  depending on circumstances. Some tendency to standardize award
fee organization exists, but variability continues. Standardlized or not
the ARB is managerially the most important unit of the AFSC award fee
organization. It plans, conducts, and manages contractor performance
evaluations, and recommends fee awards to the FDO. In doing so, an ARB
ordinarily makes use of project officers as monitors and evaluators of
task-level contractor/performance, and a "recorder" to coordinate and
document these processes.

The government Program Manager (PM) may be, but often is not, a
literal member of the award fee organization, In any case, he or she
plays a principal role in award fee planning, evalugtion, and fee
detzrmination, as well as in overall program control. He or she
normally selects, assigns and supervises monitors, and the PM's briefings

and recommendations usually are decisive in the outcomes of deliberatiouns

by the ARB and FDO.
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A typical award fee c¢valuation uses Iinformation from various govern-~

ment managers and agencies, and from the contractor. Contractor input,

if any, may be a physical briefing to the ARB, or in writing, or both.
Contractor input to the ARB/FDO may be via direct formal self-evaluation

and/or briefing, or indirect, via the PM,

Grading systems for contractor performance evaluation vary consider-

ably throughout the AFSC. Mostly they involve adjective ratings with

correlated percentage ratings and color codes. The correspondence of

adjectives and percentage ratings i1s no more than approximate across AFSC

organizations, however, so that the meaning of '"grades" there is variable.
The AFSC strives for at least quarterly award fee evaluations. Fee
determining evaluations may be more widely spaced, however, and often

coinride with milestone achievement.
Fee awards have been variable in AFSC programs, ranging from 0-100%,
(vsually additive to a two or three percent base fee). AFSC policy

«mphasizes payment of fee only for superior performance, but policy is

not always followed. Policy also counsels against carrying unearned

tee over for possible award in later periods; and 1t encourages allocating

larger fractions of the award fee pool to later rather than earlier

reriods.
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Primary Documentary Data Sources—-AFSC Award Fee Plans

A-10 (Pairchild) (F33557-73-C~0500)

A-10 (General Electric) (F33657-73-C-0222)

UPT-IFS (American Airlines-Singer/Livk) (not zecorded)
F-16 Sim. (Singer/Link) (not recerded)

E3A/AWACS (Boeing) (F19628-70-C-0218)
TIPI/MAGIS--SIC (General Electric) (F19628-78-C-0004)
TACC-Auto (Computer Science) (F19628-74-C-0033)
TACC-Auto (General Dynamics) (F19628-73-C-0071)

SAMSO

AMARV (McDonnell-Douglaa) (F04701-76-C=0100)
ABRV (AVCO) (F04T701-77-C-0001)

NAVSTAR-GPS (Rwckwall) (F04701-74-C-0527)
NAVSTAR-GPS (General Dynamics) {F¥0470i-75-C-0001)
STS-PIC (Martin) (P04701-77-C~0383)

STS-Grnd Sup (Martin) (FO470L-76-C-0081)

SAMTES

Op. Test Ctr, VAFE (Federal Blactric) (F04703~77-C-0111)

P SO .m;-m_‘muiwmw.d
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IV.

AWARD FEE CONTRACTING

A COMMENTARY

This chapter is a discussion and critique of award fee contracting
applications and related policies and practices, in general and specifi-
cally in the Air Force Syastems Command. Together with the AFSC Award
Fee Scenario in Chapter III, which was presented without commentary,
its purpose is to portray Air Force award fee practices against a back-
drop of policy and the individually expressed sttitudes and viewpoints

of Air Force personnel from Headquarters to program levels. It considers

these Ailr Force practices, policies, and viewpoints in relation to alter-

native practices elsewhere in the federal establishment, and in relation

to the published literature. The goals of the discussion are three:

{1) to illuminate chboices made and foregone in Air Forca award feco appli-

cations: (2) to highlight some basic issues of award fee policy and imple-

@mehtation to whicih these choelevs point; and (3) to identify lessons for

future Air Force research and practice.

In addition to numerous interviews with Air Force civilians and
military officers 4t virtually all levels, discussions of award fee
contracting,and acquisition policy generally,were held with repregentatives
of other military departments, federal agencies such as NASA and DOE,

and informed individuals cutside of government, Many relevant documents

were reviewed, as sas the published literature; and a videotaped presen-

tation of his "{ultiatives" by Lt. Gen. A.D, Slay was viewed,

The commentary ranges over essentially the same themes as are

presented in Chapter TIT. 1t begins with discussion of award fee planning,

goes on to review some problems in the evaluation process, touches on

certain questions 1n tee determination, includes discussion of general
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concepts and issucs of acquisition strategy, and ends with conclusions
in the form mainly of statements of needs for future Alr Force research
and award fee practice.

The Award Fee Evaluation Flan

Should The Award Fee Plan Be Negotiated? It has been suggested that award

fee plans be included in RFP's and also that their details be subject to
proposals by contractors and subsequent coutract negotiation. The
sampling of AFSC programs used for this study revealed no evidence of
such practices nor any interest in trying the procedure. The practice
is not without precedent elsewhere, however.

A model "follow ship" RFP, designed for a CPAF contract and prepared
for the Office of Naval Research by the Adtech Corp. (1979), describes
a preliminary award fee nlan in considerahle detail and solicite contrac-
tor proposals for both the award fee evaluation plan and for fee alloca-
tions over evaluation periods., NASA's Viking program did essentially
these same things. In a CPAF/IF (Cost-Plus Award Fee/Incentilve Fee)
context, it invited offerers to propose alternative "incentive plans"
although, as a condition of acceptance of their responses, they were
required to agree to the one stated in considerable detail in the RFP.
The NASA plan for this acquisition also provided for contractor proposals
on fee allocation and changes in the plan during the life of the contract.
A recent AFLC contract (F09603~77-A-0591) with Hayes International largely
based award fee admiristration on a management plan developed by the
contractor.

(The evaluation plan for reting contractor performance was

developed by the Air Force, however.)53

53This contract was also unugsual in that the PCO served as fee

determining official.
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The award fee contracting Cuide recently produced by the Department
of Energy (1978) encourages inclusion of preliminary "award fee deter~
mination plans™ in RFP's. 1It, too, counsels that bidders be solicited
for proposals on the details ol these plans, and that the proposals be
cousidered in souvce selection os well as in writing initial award fee
pl;ms.s4

AFSC practice appears to be quite different from this. RFPs note
that an award fee provision will be part of the contract comvensation
structure; but they rarcly, if cver, present a fully developed award fec
plan, or include such as a subject for negotiation. Qrdinarily the
contractor is given the plan, ou a take it or lecave it basis, subacquent
to the contract award. 1n a J-model environment, however, where planning

and performance are collaborative undertakings, recelving contractor

proposals for an award fee plan, and negotiaiing on them may be a worth-

vihile practice. Solicitation ol cont<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>